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VEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HAI NES, Judge: These consolidated cases are before the
Court on separate remands fromthe U S. Courts of Appeals for the
Fifth, Seventh, and Eleventh Crcuits? for further proceedings
consistent wwth the Suprene Court’s opinion in Ballard v.
Conmm ssi oner, 544 U.S. 40 (2005), revg. 321 F.3d 1037 (11th Grr.
2003) and Estate of Kanter v. Comm ssioner, 337 F.3d 833 (7th
Cr. 2003).
|. Procedural History

These cases, along with a nunber of cases instituted by
anot her taxpayer, Investnent Research Associates, Ltd.,
originally were consolidated for trial, briefing, and opinion.
Special Trial Judge D. Irvin Couvillion tried the cases but was

statutorily prohibited fromentering the decisions. See sec.

2 See Estate of Kanter v. Conmi ssioner, 406 F.3d 933 (7th

Cr. 2005); Ballard v. Comm ssioner, 429 F.3d 1026 (11th Cr
2005); Estate of Lisle v. Comm ssioner, 431 F.3d 439 (5th Cr.
2005).
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7443A(c).®* Special Trial Judge Couvillion prepared an initial
report that included his recomended findings of fact and opi nion
(the STJ report). The cases were then assigned to Judge Howard
A. Dawson, Jr., for adoption of the STJ report and entry of
decisions. Under Rule 183 as in effect at the tinme, the STJ
report was not filed or otherwi se entered into the record of the
cases.* Special Trial Judge Couvillion subsequently coll aborated

wi th Judge Dawson in preparing a final report, Inv. Research

Associates, Ltd. v. Commi ssioner, T.C Meno. 1999-407, in which

the Court sustained, inter alia, respondent’s determ nations that
petitioners Burton W Kanter (Kanter),® Claude M Ballard
(Ballard), and Robert W Lisle (Lisle)® (collectively
petitioners) failed to report inconme froma kickback scheme and
were |iable for additions to tax for fraud. The Court al so

sust ai ned a nunber of adjustnents respondent determ ned with

3 Unless otherwi se indicated, section references are to
sections of the Internal Revenue Code, as anmended, and Rul e
references are to the Tax Court Rules of Practice and Procedure.

4 As discussed in greater detail below, Rule 183 was
anmended effective Sept. 20, 2005. W shall refer to the anended
Rul e as new Rul e 183.

5 Burton W Kanter died on Oct. 31, 2001--after he
testified at the trial in the consolidated cases. Thereafter,
his estate was substituted as a party in each of his dockets.

6 Robert W Lisle died before the trial in the consolidated
cases, and his estate was substituted as a party in each of his
docket s.
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regard to Kanter that were unrelated to the alleged ki ckback
schene.

Foll owi ng entry of decisions, Kanter, Ballard, and Lisle
appeal ed their cases to separate Courts of Appeals.” In Ballard

v. Comm ssioner, 321 F.3d 1037 (11th Gr. 2003), and Estate of

Kanter v. Conm ssioner, 337 F.3d 833 (7th Cr. 2003), the Courts

of Appeals for the Eleventh and Seventh Circuits, respectively,
affirmed this Court’s holdings that (1) Ballard and Kanter failed
to report incone fromthe all eged kickback schene, and (2) each
was liable for additions to tax for fraud.® The Courts of
Appeal s also affirnmed this Court’s earlier ruling that it was not
obliged to nake the STJ report part of the record. |In Estate of

Lisle v. Commi ssioner, 341 F.3d 364 (5th G r. 2003), the Court of

Appeals for the Fifth Grcuit affirmed this Court’s hol di ng that

" In lnv. Research Associates, Ltd. v. Comni ssioner, T.C
Meno. 1999-407, the Court sustained a nunber of adjustnents
respondent determned with regard to the tax liability of
| nvest nent Research Associates, Ltd. (IRA). The Court entered
decisions in all |IRA dockets on Sept. 24, 2001. No appeal having
been filed, the Court’s decisions in the | RA cases are now final.
See secs. 7481(a)(1l), 7483.

The Kanters did not appeal the decisions entered in their
cases at docket Nos. 24002-91 (taxable year 1987), 26918-92
(taxabl e year 1988), and 25981-93 (taxable year 1989). These
deci sions were entered on Sept. 24, 2001, and are now final. See
secs. 7481(a) (1), 7483.

8 |In Estate of Kanter v. Conmi ssioner, 337 F.3d 833, 854-
857 (7th Cr. 2003), the Court of Appeals for the Seventh Circuit
al so affirmed and reversed this Court’s holdings with regard to
several issues that related solely to Kanter
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the Estate of Lisle was |liable for tax deficiencies related to
the all eged ki ckback scheme for the years 1987 to 1989 but
reversed this Court’s holding that the Estate of Lisle was |iable
for additions to tax for fraud.

Bal l ard and Kanter filed petitions for certiorari with the
Suprene Court. The Estate of Lisle did not file a petition for
certiorari.

In Ballard v. Conm ssioner, 544 U.S. 40 (2005), the Suprene

Court concluded (1) the collaborative process this Court enpl oyed
in the review of the STJ report and adoption of the Court’s

Menmor andum Qpinion in Inv. Research Associates, Ltd. v.

Conm ssi oner, supra, was not warranted by or described in the

Court’s Rules of Practice and Procedure, and (2) the STJ report
was required to be included in the record to permt fully

i nformed appell ate review regardi ng the question whether the
Special Trial Judge's “credibility and other findings made in
that report were accorded ‘[d]ue regard and were ‘presuned .

correct’”. Ballard v. Conm ssioner, supra at 60. Thus, the

Suprene Court reversed the judgnents of the Courts of Appeals for
the Seventh and El eventh Circuits and remanded the cases for
further proceedings consistent wwth its opinion.

In Estate of Kanter v. Conm ssioner, 406 F.3d 933, 934 (7th

Cr. 2005), the Court of Appeals for the Seventh Crcuit remanded

the Kanter cases to this Court “for further proceedi ngs
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consistent with the Suprene Court’s decision in Estate of Burton

W Kanter v. Conm ssioner of Internal Revenue, No. 03-1034.~"

In Ballard v. Conmi ssioner, 429 F.3d 1026, 1027 (11th Cr

2005), the Court of Appeals for the Eleventh Crcuit renmanded the
Ballard cases to this Court with the follow ng instructions:

(1) The “coll aborative report and opinion” of the Tax
Court is ordered stricken; (2) The original report of
the special trial judge is ordered reinstated; (3) The
Chi ef Judge of the Tax Court is instructed to assign
this matter to a regular Tax Court Judge who had no

i nvol venent in the preparation of the aforenentioned
“col l aborative report;” (4) The Tax Court shall proceed
to reviewthis matter in accordance with the dictates
of the Suprenme Court, and with the Tax Court’s newy
revised Rules 182 and 183, giving “due regard” to the
credibility determnations of the special trial judge
and presum ng correct fact findings of the trial judge.

*

* *

The Court of Appeals also stated that Special Trial Judge
Couvillion’s findings of fact are to be presuned correct “unless
mani festly unreasonable”. [d. at 1032.

In Estate of Lisle v. Conmm ssioner, 431 F.3d 439 (5th G

2005), the Court of Appeals for the Fifth Crcuit recalled its
earlier mandate and directed this Court to reexam ne the question
whet her the Estate of Lisle is liable for tax deficiencies

consistent with the instructions handed down by the Court of

Appeals for the Eleventh Grcuit in Ballard v. Conm ssioner, 429

F.3d at 1027.°

® The Court of Appeals for the Fifth Crcuit’s nmandate in
the Lisle cases includes a reference to the case filed with this
Court at docket No. 20219-91. However, the Court’s decision in
(continued. . .)
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Foll ow ng the remands, these cases were assigned to Judge
Harry A. Haines, a Judge who was not involved in the prior
proceedi ngs in these cases. !

1. Anendnent to Rule 183

In response to the Suprene Court’s holding in Ballard v.

Commi ssioner, 544 U.S. 40 (2005), the Court anmended Rule 183 to

provi de a procedure for service on the parties of a Special Trial
Judge’ s recomended findings of fact and concl usions of |aw and
the filing of objections and responses. The pertinent portions
of new Rule 183 state as foll ows:

(c) Objections: Wthin 45 days after the service of
the recommended findings of fact and concl usi ons of
law, a party may serve and file specific, witten
objections to the recommended findings of fact and
conclusions of law. A party may respond to anot her
party’s objections within 30 days after being served
with a copy thereof. The above tinme periods may be
extended by the Special Trial Judge. After the tinme
for objections and responses has passed, the Chief
Judge shall assign the case to a Judge for preparation
of a report in accordance with Code section 7460.

°C...continued)
that case, i.e., that there is no deficiency and no addition to
tax due fromthe Lisles for the taxable year 1984, was entered
Nov. 20, 2003, and is otherwise final. See secs. 7481(a)(1),
7483. Al though the Cerk of the Court notified the Court of
Appeals for the Fifth Grcuit of this discrepancy, the Court has
received no further instruction fromthe Court of Appeals on this
point. Under the circunstances, the Court wll assune that
docket No. 20219-91 was included in the Court of Appeals’ nandate
as the result of an inadvertent clerical error and docket No.
20219-91 shall remain cl osed.

10 Judges Mary Ann Cohen and Howard A. Dawson, Jr., and
Special Trial Judge D. Irvin Couvillion have taken no part in the
review of these cases on renmand. See Ballard v. Conm ssioner,
429 F.3d at 1032 n.7.
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Unl ess a party shall have proposed a particular finding
of fact, or unless the party shall have objected to
anot her party’'s proposed finding of fact, the Judge may
refuse to consider the party’'s objection to the Speci al
Trial Judge' s recommended findings of fact and
conclusions of law for failure to make such a finding
or for inclusion of such finding proposed by the other
party, as the case may be. [Enphasis added.]

(d) Action on the Reconmmendations: The Judge to whom
the case is assigned may adopt the Special Trial
Judge’ s recomended findings of fact and concl usi ons of
law, or may nodify or reject themin whole or in part,
or may direct the filing of additional briefs, or may
receive further evidence, or may direct oral argunent,
or may recommt the recommended findings of fact and
conclusions of lawwith instructions. The Judge’s
action on the Special Trial Judge’ s recommended
findings of fact and conclusions of |aw shall be
reflected in the record by an appropriate order or
report. Due regard shall be given to the circunstance
that the Special Trial Judge had the opportunity to
eval uate the credibility of witnesses, and the findings
of fact recommended by the Special Trial Judge shall be
presuned to be correct.

Consistent with new Rule 183(c), the parties were served
with copies of the STJ report. 1In view of the recent anendnent
to Rul e 183, and the unique procedural posture of these cases,
the Court extended the dates within which the parties were
directed to file the objections and responses referred to in new
Rul e 183(c). Respondent and Kanter filed objections to the STJ
report. Ballard and Lisle filed notices of no objection to the
STJ report. Kanter, Ballard, and Lisle filed responses to
respondent’s objection to the STJ report, and respondent filed a

response to Kanter’s objection to the STJ report.
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Burton W and Naomi R Kanter

Noti ces of Deficiency

Respondent
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i ssued notices of deficiency to petitioners as

Additions to Tax Penal ty

Year Defi ci ency Sec. 6653 Sec. 6659 Sec. 6661 Sec. 6662
1978 $476, 999. 00 - - - - - - - -
1979 183, 909. 37 $9, 190. 47 - - - - - -
1980 454, 396. 00 22,720.00 - - - - - -
1981 340, 578. 00 17, 029. 00 $42, 682 - - - -
1982 2,086, 913. 00 104, 346. 00 - - $208, 691. 00 - -
1983 1, 150, 652. 00 57, 532. 60 - - 287, 663. 00 - -
1984 3, 825, 078. 00 191, 254. 00 - - 949, 211. 00 - -
1986 897, 224. 00 44, 861. 60 - - 223, 666. 00 - -
1987 1, 434, 529. 00 71, 726. 45 - - 358, 632. 25 - -
1988 523, 234. 00 26, 162. 00 - - 130, 809. 00 - -
1989 835, 847. 00 - - - - - - $167, 169
Claude M _and Mary B. Ballard

Additions to Tax--Secs. Penal ty
Year Deficiency 6651(a) (1 6653 6659 6661 Sec. 6662
1975 $23, 453 - - $1,173.00 - - - - - -
1976 34, 024 - - 1, 701. 00 - - - - - -
1977 11, 502 - - - - - - - - - -
1978 3,923 - - - - - - - - - -
1979 21, 630 - - - - - - - - - -
1980 92, 481 - - - - - - - - - -
1981 193, 743 - - 9,687.00 $17,138 - - - -
1982 55, 338 - - 2, 766. 90 - - $8, 744. 00 - -
1984 981, 072 1$51, 331 88, 788. 05 - - 245, 268. 00 - -
1987 208, 449 - - 10, 442. 45 - - 52,112. 25 - -
1988 125, 136 - - 6, 257. 00 - - - - - -
1989 179, 924 - - - - - - - - $35, 985

! Respondent conceded the addition to tax under sec. 6651(a)(1) for

t he taxabl e year

1984.
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Estate of Robert W Lisle, Deceased, Thomas W Lisle and Any L.
Al brecht, | ndependent Co-executors, and Estate of Donna M Lisle,
Deceased, Thonmas W Lisle and Any L. Al brecht, |ndependent Co-
Execut ors

Additions to Tax Penal ty
Year Deficiency Sec. 6653 Sec. 6661 Sec. 6662
1984 $827, 955 $41, 397. 75 $206, 988. 75
1987 195, 498 9, 774. 90 48, 874. 50
1988 109, 048 5, 452. 00 27, 262.00 - -
1989 109, 049 - - - - $21, 810

Respondent determned in the notices of deficiency or
asserted in anmended pl eadi ngs that the underpaynents in tax were
subj ect to increased interest under section 6621(c), fornerly
section 6621(d),! as follows: Burton W and Naom R Kanter for
t he taxabl e years 1979, !2 1980, 1982 to 1984, 1986, and 1987;
Claude M and Mary B. Ballard for the taxable years 1975 to 1982,

1984, 1987, and 1988; and the Estates of Robert W Lisle,

11 Sec. 6621(d)(1) was added by the Deficit Reduction Act
of 1984, Pub. L. 98-369, sec. 144(a), 98 Stat. 682, and provides
for interest of 120 percent of the adjusted interest rate due on
any substantial underpaynent of tax attributable to tax-notivated
transactions. The increased interest is effective for interest
accruing after Dec. 31, 1984. In the Tax Reform Act of 1986,
Pub. L. 99-514, sec. 1511(c), 100 Stat. 2744, sec. 6621(d)(1l) was

redesi gnated sec. 6621(c)(1).

2 Wth respect to the Kanter case at docket No. 3456-88,
the applicability of sec. 6621(c) was asserted by respondent in
an anmendnent to answer and applies only to an underpaynent in tax
of $206, 239.63 attributable to a | oss of $311,478 cl ai ned by
petitioners from | mmunol ogi cal Research Corp., an S corporation,
whi ch respondent disallowed. 1In a second amendnent to answer,
respondent asserted the entire underpaynent in tax for 1979 was
subj ect to increased interest under sec. 6621(c). On brief,
respondent concedes the underpaynent attributable to the
di sal l owed | oss from I nmunol ogi cal Research Corp. is not subject
to increased interest under sec. 6621(c) on the basis of Estate
of Cook v. Commi ssioner, T.C Meno. 1993-581.




-21-
Deceased, and Donna M Lisle, Deceased, for the taxable years
1984, 1987, and 1988.

I n anended pl eadi ngs, respondent asserted increases in the
deficiencies in tax and additions to tax for the taxpayers and
years as follows: Burton W and Naomi R Kanter for the taxable
years 1978 to 1984 and 1986 to 1989; C aude M and Mary B
Ballard for the taxable years 1975 to 1982, 1984, and 1987 to
1989; and Estates of Robert W Lisle, Deceased, and Donna M
Li sl e, Deceased, for the taxable years 1984 and 1987 to 1989.

In the anended pl eadings referred to above, respondent asserted
that (1) the underpaynents of tax with respect to all or
substantial portions of the increased deficiencies in tax are
subject to the addition to tax for fraud pursuant to section
6653(b);* and (2) in the alternative, if the Court holds that
petitioners are not liable for additions to tax for fraud, then
petitioners are liable for additions to tax under sections

6653(a) (1) and (2) and 6659(a) and increased interest under

13 For 1976 through 1981, the addition to tax for fraud is
set forth in sec. 6653(b). For 1982 through 1985, the addition
to tax for fraud is set forth in sec. 6653(b)(1) and (2). For
1986 and 1987, the addition to tax for fraud is set forth in sec.
6653(b) (1) (A and (B). For 1988, the addition to tax for fraud
is set forth in sec. 6653(b)(1). For 1989, the penalty for fraud
is set forth in sec. 6663(a). By prior agreenent anong the
parties at a pretrial conference with the Court, respondent’s
anended pl eadi ngs and petitioners’ replies thereto were not filed
of record until the commencenent of trial; however, the parties
exchanged these filings with each other well before the trial
date that was set by the Court.
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section 6621(c), or if the underpaynent was for 1989, subject to
a penalty under section 6662.1

In the anended pl eadings referred to above, respondent did
not cal culate or assert the anounts of the increased tax
deficiencies or the anounts of the additions to tax or penalties.
Respondent generally asserted the anounts of increased incone or
t he anobunts of disall owed expenses that would result in increased
deficiencies in tax and additions to tax. As a result of these
anended pl eadi ngs, and as a result of nunmerous concessions and
stipulations of settlenent which were effected by the parties

before, during, and after the trial, as well as concessions of

14 As previously discussed, in Estate of Lisle v.
Commi ssioner, 341 F.3d 364 (5th Gr. 2003), the Court of Appeals
for the Fifth Crcuit affirmed this Court’s holding that the
Estate of Lisle was liable for the deficiencies in dispute for
1987 to 1989 but reversed this Court’s holding that the Estate of
Lisle was liable for additions to tax for fraud (and therefore
assessnent for the taxable year 1984 was barred by the period of
l[imtations). After the Lisle cases were first remanded to this
Court for entry of revised decisions (but before the Court of
Appeal s recalled its mandate on Nov. 22, 2005), respondent
asserted the Court should sustain respondent’s alternative
determ nations that the Estate of Lisle was liable for additions
to tax under secs. 6653(a)(1l) and (2) and 6659(a), increased
i nterest under sec. 6621(c), and accuracy-related penalties under
sec. 6662. Petitioners disagreed and filed with the Court of
Appeal s a docunent that was treated as a petition for wit of
mandanus. Al though the Court of Appeals issued an order denying
the petition for wit of mandanus, the Court of Appeals intimted
t hat i ssues concerning alternative additions to tax were beyond
the scope of the remand. Consequently, the sole issue remaining
to be decided in the Estate of Lisle cases is whether the Estate
of Lisle is liable for the tax deficiencies determned in the
noti ces of deficiency for 1987 to 1989.
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certain issues by respondent on brief, Rule 155 conputations wl|
be necessary in these cases.

The parties settled several issues in these cases before and
during the trial. In addition, the parties’ objections and
responses to the STJ report narrowed the issues remaining in
di spute. The issues left to be decided are:

(1) Whether paynents received by various entities associated
Wi th Kanter during the years at issue represent income earned by
and properly taxable to Kanter, Ballard, and Lisle;

(2) if the Court sustains respondent’s determ nations that
Kanter, Ballard, and Lisle are taxable on the paynents in
guestion, whether Kanter and Ballard are liable for additions to

tax for fraud;

1% In several of the cases in which respondent filed
anended pl eadi ngs seeking increased deficiencies in tax and
additions to tax, respondent |eft blank the anmounts of additional
income as to which increased deficiencies were asserted, with
footnotes stating that such “anounts will be provided |ater”
Petitioners filed notions to strike respondent’s assertions of
i ncreased deficiencies where the amounts of increased incone or
di sal | oned expenses were not specifically asserted. The Court
deni ed petitioners’ notions but ordered respondent to file
anended pl eadi ngs by a designated date asserting the anmounts of
i ncreased i nconme or disallowed expenses. Respondent filed
anended pleadings to conply with the Court’s order in al
pertinent cases except two: Docket Nos. 31301-87 and 33557-87,
Burton W and Naom R Kanter. An order will be issued on the
Court’s own notion in docket No. 31301-87 striking respondent’s
assertion of increased incone to the Kanters fromIRA for the
1978 tax year. No such order will be issued in docket No. 33557-
87 because the transaction as to which respondent asserted
i ncreased inconme is an issue the parties have identified as
Cabl evi si on Progranm ng I nvestnents, which the parties have

settl ed.
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(3) whether commtnent fees paid to Century Industries,
Ltd., during 1981 to 1984 and 1986 represent inconme earned by and
taxable to Kanter;

(4) whether Kanter received unreported incone fromH -
Chi cago Trust during 1981 to 1983;

(5) whether Kanter is taxable on incone attributed to the
Bea Ritch Trusts for 1986 and 1987,

(6) whether Kanter received unreported i ncone from CVS
| nvestors Partnership for 1982 to 1984 and 1987 to 1989;

(7) whether Kanter received unreported inconme from Equitable
Leasing Co., Inc., during 1983;

(8) whether Kanter received unreported i ncone for 1982
according to the bank deposits nethod of inconme reconstruction;

(9) whether Kanter received barter inconme from Princi pal
Services Accounting Corp. during 1988 and 1989;

(10) whether the Kanters received unreported interest incone
during 1988;

(11) whether the Kanters are entitled to certain deductions
t hey cl ai med on Schedules A and C for 1986 to 1989;

(12) whether Kanter realized and nmust recogni ze capital
gains as a result of transactions involving Cashnmere |Investnents
Associ ates, Inc., during 1983, and whether Kanter is entitled to

use the installment nethod for reporting purposes;
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(13) whether Kanter is entitled to research and devel opnent
and busi ness expense deductions related to I munol ogi cal Research
Corp. for 1979;

(14) whether Kanter received unreported partnership incone
during the taxable year 1978;

(15) whether the Kanters are entitled to a loss from G.S
Associ ates for 1981;

(16) whether the Kanters are entitled to a loss from Equitec
for 1983 and 1984;

(17) whether the Kanters are entitled to an investnent
i nterest expense deduction for 1981,

(18) whether the Kanters are entitled to an investnent
credit carryover of $120,566 for 1978;

(19) whether the Kanters are entitled to an interest
deduction for 1986;

(20) whether the Kanters are entitled to a business
deduction of $104, 231 for 1980;

(21) whether the Kanters are entitled to a deduction for a
charitable contribution to the Jewi sh United Fund for 1982;

(22) whether Kanter is liable for self-enploynment tax for
the taxabl e year 1982;

(23) whether the Kanters realized capital gains and | osses

as reported on their tax return for 1987; and
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(24) whether Kanter is liable for various additions to tax
and increased interest for the years at issue.

| V. New Rul e 183 and the Court’'s Revi ew and Adoption Procedure

In their responses to respondent’s objection to the STJ
report, petitioners assert that the Court should ignore
respondent’ s objections to the extent respondent (1) failed to
make “specific, witten objections” and nerely rehashed proposed
findings of fact and | egal argunments fromrespondent’s posttri al
briefs, and (2) proposed new findings of fact (not contained in
respondent’s posttrial briefs). 1In connection with the
foregoing, petitioners assert:

Also, in many of his objections, respondent bl ock-
quotes directly fromthe nowtainted Stricken Qpinion.
As this Court is well aware, the published opinion in
this case was found by the Suprene Court to be
violative of the Tax Court’s own rules and was stricken
fromthe record. Because the published opinion was the
result of a process that has been held by the Suprene
Court to be legally insufficient, it is manifestly
i nproper for respondent to base his objections upon
that opinion. Incredibly, however, respondent quotes
at length fromthe Stricken Opinion w thout
acknow edging that he is doing so. Also, in his
obj ections, respondent in many instances incorporates
hi s proposed findings which are extracted fromthe
Stricken Opinion and therefore legally insufficient.

As a result, this Court should not consider those

obj ections or proposed findings of fact. Moreover,
many of the findings fromthe Stricken Opinion have
al ready been directly criticized by the Fifth Crcuit
in Estate of Lisle v. Conm ssioner, 341 F.3d 364 (5th
Cr. 2003).

We agree that new Rule 183(c) generally does not contenpl ate

that a party may propose new findings of fact in the party’s
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objection to a Special Trial Judge’'s recomended findings of fact
and conclusions of |aw. Nevertheless, Rule 183(c) does not
provide a bar to new proposed findings of fact and | eaves the
matter within the discretion of the review ng Judge. Moreover, a
Judge who is assigned a case under new Rule 183 is obliged to
review a Special Trial Judge’s recomrendati ons against the entire
record in the case and determ ne whet her the recomended findi ngs
of fact and conclusions of law nmerit adoption. |In this regard,
new Rul e 183(d) establishes a nunber of options that the
reviewi ng Judge normally nmay exercise during the review and
adoption process.!® Anpong these options, the review ng Judge may
adopt, nodify, or reject the Special Trial Judge’s
recommendations. Thus, the Court does not feel constrained from
correcting manifestly unreasonabl e findings of fact or making
additional findings of fact, so long as any additional facts find
direct support in the case record. Wth this understanding in
mnd, we turn to the standard of deference to apply in review ng
the recommended findings of fact and concl usi ons of | aw contai ned

in the STJ report.

16 Sonme of the options contenplated under new Rul e 183(d),
such as receiving additional evidence or reconmtting the
recomended findings of fact and conclusions of law with
instructions, are not available to the Court in these cases due
tolimtations prescribed by the Courts of Appeals for the
El eventh and Fifth Grcuits when they remanded these cases.
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V. Standard of Deference Due to General Findings of Fact and
Credibility Determ nations Contained in the STJ Report

It is well settled that findings of fact and credibility
determ nations nmade by the judicial officer who presided over the
trial of a case are presuned to be correct. Rule 183(d); Ballard

v. Conm ssioner, 544 U S. 40 (2005) (and cases cited therein).

The axiomthat deference nust be given to the trial judge' s
findings of fact is rooted in the view that the trial judge (1)
is uniquely positioned to evaluate the credibility of w tnesses,
(2) brings experience and expertise to the fact-finding process,
and (3) is normally the person nost famliar with the record in a

case. Anderson v. City of Bessener, N.C., 470 U.S. 564, 575, 580

(1985); see Fed. R Cv. P. 52(a), Advisory Conmttee Notes (1985
amendnent) .

As previously discussed, the Courts of Appeals for the
El eventh Circuit and the Fifth Crcuit remanded the Ballard and
Lisle cases to this Court and directed that the recommended
findings of fact in the STJ report are presuned to be correct
“unl ess mani festly unreasonable”. Respondent concedes that,
al t hough the Court of Appeals for the Seventh Crcuit did not
articulate a particular standard for reviewin its remand of the
Kanter cases, the Court should apply the same “manifestly
unreasonabl e” standard in all of the cases consolidated herein.
Al t hough respondent disagrees that the “manifestly unreasonabl e”

standard is the appropriate standard to be applied under new Rul e
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183, we need not address the point in the context of these cases.
We proceed with the review of the STJ report nmandated by the
Courts of Appeals and apply the “manifestly unreasonabl e”
standard of deference as nore fully described in the casel aw
di scussed bel ow.

In Ballard v. Conm ssioner, 544 U.S. at 54-55, the Suprene

Court addressed the deference that is due a Special Trial Judge’s
recomended findings of fact under Rule 183 as foll ows:

Rul e 183(c)’s origin confirms the clear
understanding, fromthe start, that deference is due to
factfindings made by the trial judge. Commenting in
1973 on then newly adopted Rule 182(d), the precursor
to Rule 183(c), the Tax Court observed that the Rule
was nodel ed on Rule 147(b) of the former Court of
Claims. Tax C. Rule 182 note, 60 T.C. 1150, (Tax
Court review procedures were to be “conparable” to
those used in the Court of Cains). Rule 182(d)’s
“[d]ue regard” and “presuned to be correct”
formul ations were taken directly fromthat earlier
Rul e, which the Court of Clains interpreted to require
respectful attention to the trial judge s findings of
fact. See Hebah v. United States, 456 F.2d 696, 698
(d. C. 1972) (per curiam (challenger nust make a
“strong affirmative showi ng” to overcone the
presunption of correctness that attaches to trial judge
findings). The Tax Court’s acknow edgnment of Court of
Clains Rule 147(b) as the nodel for its own Rul e,

i ndeed the Tax Court's adoption of nearly identical

| anguage, lead to the conclusion the Tax Court itself
expressed: Under the Rule fornerly designated Rule
182(b), now designated 183(c), special trial judge
findings carry “special weight insofar as those
findings are determ ned by the opportunity to hear and
observe the witnesses.” Tax C. Rule 182 note, 60 T.C
1150 (1973); see Stone v. Comm ssioner, 865 F.2d 342,
345 (CADC 1989). [Fn. ref. omtted.]

We briefly exam ne the Hebah and Stone cases cited by the

Suprene Court above.
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In Hebah v. United States, 197 &. d . 729, 456 F.2d 696,

698 (1972), the Court of C ains stated:

Under our rule, the [trial] comm ssioner’s findings of
fact are presuned to be correct because of his
opportunity to hear the wtnesses and to determ ne the
wei ght to be accorded to their testinony. A party who
undertakes to overcone this presunption nust nmake a
strong affirmati ve showng to the contrary. WIson v.
United States, 151 ¢&¢.d. 271 (1960) and Davis v.
United States, 164 C.d. 612 (1964).

Al t hough the presunption does not extend to the
conclusions of |law nade by the trial comm ssioner, he
saw and heard the wi tnesses and had a nuch better
opportunity than the court to famliarize hinself with
all of the circunstances involved. In the |light of
this situation and a consideration of the record, we
find that under the peculiar facts and circunstances of
this case, his conclusions are not unreasonable or
unwarranted by the record. [Enphasis added.]

In Stone v. Conm ssioner, 865 F.2d 342 (D.C. Cr. 1989),

revg. Rosenbaumv. Comm ssioner, T.C Meno. 1983-113, the Court

of Appeals for the District of Colunbia Crcuit addressed the
correct standard of deference to be applied by a Tax Court Judge
assigned to review a Special Trial Judge’s proposed findings of
fact under fornmer Rule 182(d).' 1In short, the Court of Appeals
rejected the proposition that a sinple “preponderance of the

evi dence” standard of review would suffice and i nstead hel d that

7 Former Rule 182(d), much like new Rule 183(d), provided
that “Due regard shall be given to the circunstance that the
comm ssioner had the opportunity to evaluate the credibility of
W t nesses; and the findings of fact recomended by the
comm ssi oner shall be presuned to be correct.” 60 T.C 1150.
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a “clearly erroneous” standard of review should be applied in

such cases. Stone v. Commi Ssioner, supra at 346-347.

Qur understandi ng of the standard of deference to apply to
findings of fact and credibility determnations in the STJ report
is further infornmed by the Court of Appeals for the Eleventh
Crcuit: “Credibility determnations are entitled to great
def erence, and nust not be di sturbed unless manifestly

unreasonable.” Ballard v. Conm ssioner, 429 F.3d at 1031 (citing

Anderson v. City of Bessener, N C, supra at 575).

I n Anderson, the Suprene Court granted certiorari to decide
whet her a Court of Appeals correctly rejected the trial court’s
findings of fact in support of a judgnent in favor of a plaintiff
in a sex discrimnation case. The Suprene Court held the Court
of Appeals m sapplied the “clearly erroneous” standard of review
governing a Court of Appeals’ review of a District Court’s
findings of fact as set forth in rule 52(a) of the Federal Rules

of Civil Procedure.'® Quoting United States v. United States

Gypsum Co., 333 U. S. 364, 395 (1948), the Suprenme Court stated
that “*[a] finding is “clearly erroneous” when al though there is
evi dence to support it, the reviewng court on the entire

evidence is left with the definite and firmconviction that a

8 Fed. R Cv. P. 52(a) states in pertinent part:
“Fi ndi ngs of fact, whether based on oral or docunentary evidence,
shall not be set aside unless clearly erroneous, and due regard
shall be given to the opportunity of the trial court to judge of
the credibility of the wtnesses.”
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m st ake has been commtted.’” Anderson v. City of Bessener,

N.C, 470 U S. at 565. The Suprene Court enbellished the
“clearly erroneous” standard of review as foll ows:

If the district court’s account of the evidence is
plausible in light of the record viewed in its
entirety, the court of appeals may not reverse it even
t hough convinced that had it been sitting as the trier
of fact, it would have wei ghed the evidence
differently. Were there are two perm ssible views of
the evidence, the factfinder’s choice between them
cannot be clearly erroneous. United States v. Yellow
Cab Co., 338 U S. 338, 342 (1949); see al so | nwood
Laboratories, Inc. v. lves Laboratories, Inc., 456 U S.
844 (1982).

This is so even when the district court’s findings
do not rest on credibility determ nations, but are
based i nstead on physical or docunmentary evi dence or
i nferences fromother facts. * * * [ld. at 573-574;
enphasi s added. ]

Al t hough the phrase “mani festly unreasonabl e’ does not
appear in the Anderson opinion, the Suprenme Court did discuss the
“special deference” to be paid to a trial judge's credibility
determ nations. On this point, the Supreme Court stated:

When findings are based on determ nations
regarding the credibility of wi tnesses, Rule 52(a)
demands even greater deference to the trial court’s
findings; for only the trial judge can be aware of the
variations in deneanor and tone of voice that bear so
heavily on the listener’s understandi ng of and bel i ef
in what is said. See Winwight v. Wtt, 469 U S. 412,
(1985). This is not to suggest that the trial judge
may insulate his findings fromreview by denoni nating
themcredibility deternm nations, for factors other than
denmeanor and inflection go into the decision whether or
not to believe a witness. Docunents or objective
evidence nay contradict the witness’ story; or the
story itself may be so internally inconsistent or
i npl ausible on its face that a reasonabl e factfinder
would not credit it. Wiere such factors are present,
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the court of appeals may well find clear error even in
a finding purportedly based on a credibility

determ nation. See, e.g., United States v. United
States Gypsum Co., supra, [333 U.S.] at 396. But when
atrial judge's finding is based on his decision to
credit the testinony of one of two or nore w tnesses,
each of whom has told a coherent and facially plausible
story that is not contradicted by extrinsic evidence,
that finding, if not internally inconsistent, can
virtually never be clear error. Cf. United States v.
Alum num Co. of Anerica, 148 F.2d 416, 433 (CA2 1945);
Ovis v. Higgins, supra, at 539-540. [1d. at 575-576;
enphasi s added. ]

Consistent with the foregoing, and in the light of the
Courts of Appeals’ directions to this Court on renand, we are
obliged to review the recommended findings of fact and
credibility determ nations set forth in the STJ report under a
“mani festly unreasonabl e” standard of review, and we may reject
such findings of fact and credibility determ nations only if,
after reviewwng the record inits entirety, we conclude that the
recommended finding of fact or testinony (1) is internally
i nconsi stent or so inplausible that a reasonable fact finder
woul d not believe it, or (2) is not credible because it is
directly contradicted by docunentary or objective evidence. 1d.

at 574-575; see Boyett v. Comm ssioner, 204 F.2d 205, 208 (5th

Cr. 1953) (a court may reject positive and uncontradicted

testinony as to a particular fact if the testinony “is inherently

i nprobable or manifestly unreasonable, even though no

contradictory testinony is offered” (enphasis added)), affg. a

Menmor andum Qpi ni on of this Court; Stone v. Conm ssioner, 865 F.2d
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at 346 (where the Court of Appeals for the D.C. Grcuit discussed

Mont gomery Coca-Cola Bottling Co. v. United States, 222 C. d.

356, 615 F.2d 1318 (1980), and concluded the case stands for the
proposition that “reversal of the initial fact-finder is proper
if the objective evidence overwhelns the initial fact-finder’s

i nferences fromtestinony and deneanor”).

A final point on the subject of deference. |In Ballard v.

Conmm ssi oner, 429 F.3d at 1031, the Court of Appeals for the

El eventh Circuit stated that the Tax Court’s review and adoption
of a Special Trial Judge’s recommended findings of fact is
anal ogous to a District Court’s review of a magi strate judge’'s

findings of fact, and, citing United States v. Cofield, 272 F.3d

1303, 1306 (1ith G r. 2001), it further stated that a nagistrate
judge’s credibility determ nations generally may not be rejected
wi t hout rehearing the disputed testinony. Kanter’s response to
respondent’ s objections, filed under new Rule 183(c), includes an
argunent that the Court of Appeals for the Eleventh Grcuit nade
it clear that this Court cannot reject the credibility

determ nations set forth in the STJ report. W disagree. W do
not understand the Court of Appeals’ statenent to nean that we
are barred fromrejecting credibility determ nations set forth in
the STJ report without first rehearing the disputed testinony.

| nstead, the Court of Appeals observed that the deaths of primary

witnesses in these cases foreclosed retrial. Ballard v.
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Conmm ssi oner, 429 F.2d at 1032. Rather than treating the

credibility determ nations as established on that account, the
Court of Appeals prescribed the standard under which they are to
be reviewed. Thus, we conclude we are not barred in these cases
fromrejecting credibility determ nations recomended in the STJ
report under the “manifestly unreasonabl e” standard of review
descri bed above.

VI . Structure of the Court’'s Report

After conparing the recommended findings of fact and | egal
conclusions in the STJ report with the entire record in these
cases, and taking into account the parties’ posttrial briefs and
obj ections and responses filed pursuant to new Rule 183(c), we
have determ ned to reject sonme of the recommended findings of
fact in the STJ report because they are manifestly unreasonabl e
and to suppl enent ot hers because they are inconplete.

In constructing the Findings of Fact portions of this
report, we have included many findings of fact drawn directly
fromthe STJ report, and we have made additional findings of fact
where necessary. For clarity, the findings of fact drawn
directly fromthe STJ report appear in italics and are

acconpani ed by page references to the STJ report.?! Footnotes

19 Sone reordering and mnor additions and changes have
been inserted in the recomended findings of fact adopted from
the STJ report. These m nor changes did not alter the substance
of the adopted findings of fact and are not otherw se noted in

(continued. . .)
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taken fromthe STJ report |ikew se appear in italics but are
renunbered. In contrast, the Court’s additional findings of fact
appear in bold type acconpani ed by supporting citations of the
trial transcript, trial exhibit(s), and/or the parties’ original
posttrial briefs, as appropriate. Qur departures fromthe
recommended findings of fact in the STJ report nornmally are
mar ked by a coment either in the text or in the margin

(1 ncluding appropriate citations of the record). See Ballard v.

Commi ssioner, 429 F.3d at 1031. Any additions we have nmade in

the findings of fact portions of this report that do not
constitute findings of fact, such as headi ngs and general
comment ary, appear in nornmal type.

The Opinion portions of this report appear in normal type
and include (1) a summary of the legal analysis set forth in the
STJ report, (2) an evaluation of the credibility determ nations
in the STJ report as wei ghed agai nst the objective evidence drawn
fromthe entire record, and (3) a discussion and anal ysis of each

of the issues remaining in dispute.

19C. .. continued)
the report.
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| ssue |I. Whether Kanter, Ballard, and Lisle Earned and Are
Taxabl e on the I ncone in D spute

FI NDI NGS OF FACT (STJ report at 14)

Wth respect to the issues in dispute, the parties filed
several stipulations of facts.? The facts reflected in these
stipulations, with the annexed exhibits, are so found and are
i ncorporated herein by reference.?

At the tinme the petitions were filed, the Kanters’ |egal
residence was in the State of Illinois, the Ballards' |egal
residence was in the State of Florida, and the Lisles’ |egal
residence was in the State of Texas. The independent coexecutors
of the Estates of Robert W and Donna M Lisle, Any L. and Thomas
W Lisle, were also legal residents of the State of Texas at the
time they were substituted as representatives of the Estates of

their deceased parents.

20 The STJ report does not contain any reconmended fi ndings
of fact regarding the exam nation process and rel ated sumnmons
enf orcenment proceedi ngs that preceded the trial in these cases.
These matters are relevant to the question of whether Kanter and
Ballard are liable for additions to tax for fraud and are
addressed in detail in additional findings of fact, infra pp.
213-222.

2L Unl ess otherwi se clear fromthe context, the follow ng
words, their derivatives, and related terns are used for
narrative conveni ence only to describe the fornms of the various

transactions in dispute in these cases: “invest”, “purchase”,
“borrow’, “pay”, “distribute”, “promse”, “loan”, “sale”, “note”,
“agreenment”, “obligation”, “interest”, “capital contribution”
“paid-in capital”, “officer”, “director”, “sharehol der”, and
“partner”. By our use of such terns, we do not nean to suggest

any concl usi ons concerning the actual substance or
characterization of the transactions for tax purposes.
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Petiti oner s??

A Burton W Kanter (STJ report at 18-20)

Petitioner Burton W Kanter is an attorney who has
conti nuously been engaged in the practice of |aw at Chi cago,
Il1linois, since about 1956. He received a J.D. degree fromthe
University of Chicago in 1952. From 1952 to 1954, he was a
teachi ng associate at the University of |Indiana Law School. From
1954 to 1956, he was an attorney-adviser with the U S. Tax Court
at Washington, D.C. Since 1956, his |law practice has been at
Chicago, Illinois. His primary expertise is in Federal incone
and estate taxation. From 1964 to 1981, Kanter was a nane
partner in the law firmLevenfeld & Kanter, which | ater becane
Levenfel d, Kanter, Baskes & Lippitz. That firmdissolved in
1981, and Kanter thereafter practiced with the firmof Kanter &
Ei senberg. As of the tinme of trial, Kanter was serving in an “of
counsel” capacity with the Chicago firmof Neal, Gerber &
Ei senber g.

At the tinme of trial and for the past 10 years, Kanter

taught courses in estate and gift taxation and estate planning at

22 The STJ report, at 15, opened with recomended fi ndi ngs
of fact concerning |Investnent Research Associates, Ltd. (IRA)
This report begins with findings of fact concerning the
backgrounds of Kanter, Ballard, and Lisle, followed by findings
of fact concerning IRA and other entities that Kanter enployed in
the transactions in dispute (hereinafter sonetines referred to as
Kanter-related entities).
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the University of Chicago Law School. Kanter has |ectured and
witten extensively in the area of Federal tax law. He has al so
been an active participant in professional bar associations. For
a nunber of years, Kanter has been a witer and contributor to
the Journal of Taxation, a national nonthly publication devoted
exclusively to Federal taxation. One of the popul ar features of
this publication is the Shop Tal k section, which was originated
and edited by Kanter. At the tine of trial, Kanter was a seni or
editor wwth the Journal of Taxation. Kanter is generally
recogni zed as renowned in his field. Al of this has resulted in
a successful and prolific |law practice, which has led to Kanter’s
not only being engaged in the practice of law but also to his
bei ng extensively involved in consultation, devel opnent, and
investnments in a nunber of various business fields and
enterprises.

Comrensurate with his reputation as a highly successful and
skillful tax |lawer, Kanter, over the years, has amassed an
i npressive array of business and professional clients and
contacts in business and industry throughout the United States.
For instance, Kanter has perforned extensive |egal work for the
Pritzker famly, majority owners of the Hyatt Corp., a mgjor
hotel conpany in the United States. He is and was a good friend
of certain of the Pritzker famly nenbers, including the late

A N Pritzker, the head of the Pritzker famly, whom Kanter
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personal ly represented. Kanter also served as a director on
several corporate and charitabl e organization boards.

Kanter has nmade many investnents through numerous entities,
i ncludi ng corporations, partnerships, and famly trusts. Sone of
these famly trusts are trusts the incone of which is taxable to
Kanter pursuant to the grantor trust provisions of sections 671
t hrough 678. A nunber of Kanter's famly trusts own substanti al
stock interests in The Holding Co., Inc., a corporation that made
extensive investnents during the years at issue.

Addi tionally, on occasion, Kanter and/or entities associated
with himhave entered into certain arrangenents with various
i ndi vi dual s, pursuant to which Kanter would use his business and
prof essional contacts to assist such individuals either in
obt ai ni ng potential business opportunities or in raising capital
for business ventures. |In exchange for such assistance from
Kanter, these individuals agreed to share their profits or fees

payable to an entity or entities associated with Kanter.?2®

22 The STJ report incorrectly stated that entities Kanter
represented provided assistance to various individuals in
obt ai ni ng busi ness opportunities or in raising capital. As
di scussed in detail in the Court’s additional findings of fact,
infra pp. 51, n. 27 (Weisgal testinony), 91-107 (Frey), 107-124
(Schaffel), 124-131 (Schnitzer), and 131-152 (Eulich), there is
no evi dence (1) anyone at any Kanter-related entity provided the
busi nessnmen involved in the transactions in dispute (sonetinmes
referred to as The Five) with assistance in obtaining business
opportunities or in raising capital, or (2) any of these
busi nessmen were relying on anyone other than Kanter, in his

(continued. . .)
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Petitioner Naom R Kanter, Kanter’s wife, was not involved
in any of the activities giving rise to this litigation. She is
a petitioner in these proceedi ngs solely because she filed joint
Federal inconme tax returns with Kanter for the years at issue.
After paying a small anount of tax in 1978, Kanter paid no
Federal inconme taxes during 1979 through 1989.% Kanter filed
Federal incone tax returns that reported adjusted gross incone

and i ncome tax as foll ows:

Adj usted G oss | ncone
Year | ncone (LoSS) Tax Paid Exhi bi t
1978 (%44, 386) $1, 671 120
1979 (105, 084) - 0- 121
1980 (155, 026) - 0- 123
1981 (53, 614) - 0- 125
1982 (287, 536) - 0- 127
1983 (819, 449) - 0- 128
1984 (804, 482) - 0- 130
1985 (954, 695) - 0- 130A
1986 (1,529, 213) - 0- 131
1987 (2,004, 257) - 0- 132
1988 (1, 340, 459) - 0- 133
1989 (1,331,576) - 0- 134

B. daude M Ballard (STJ report at 20-22)

Bal |l ard was an enpl oyee of Prudential. He began his

enpl oynent with Prudential in 1948 in its real estate departnent.

(.. .continued)
i ndi vi dual capacity, to assist themin obtaining business
opportunities and/or in raising capital.

24 Kanter paid small amounts of self-enploynment tax. Exh.
120.
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He wor ked continuously at Prudential until his retirenment in
early 1982. During the course of his career at Prudential,
Bal | ard was assigned to several regional offices of Prudential,
i ncl udi ng Houston and Dal | as, Texas, and, beginning in 1966, in
the corporate headquarters of Prudential at Newark, New Jersey,
and then again, for a short tine, at the Houston regional office.
In 1973, he was reassigned to Prudential’s Newark corporate
headquarters, where he remained until his retirenment in early
1982. At the tinme he left Prudential, Ballard was a senior vice-
president in charge of equities and worked under an i ndividual
named Donal d Knab who was in charge of all of Prudential’s rea
estate operations. After |leaving Prudential, Ballard becane a
general partner with Gol dnman Sachs, a brokerage and/or an
investnment firmin New York Cty. Later, he becane a limted
partner with Gol dman Sachs.

Essentially, Ballard’ s work with Prudential, inits rea
estate equity operations, involved the purchase and sal e of
exi sting properties, as well as the devel opnent of new
properties. It included, additionally, the managenent of such
properties, including the negotiation and sale of properties,
where warranted. Ballard supervised the staff of this departnent
at Prudential’s headquarters, as well as the real estate
departnent staff at Prudential’s regional offices throughout the

Uni ted St ates.
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In his position with Prudential, Ballard net and was in
contact with attorneys, devel opers, businessnen, and contractors

involved in or affected by Prudential’s acquisition and/or
devel opnent, nai ntenance, operation, and financing activities.
Ballard first nmet Kanter sonetine in 1972 at Houston, Texas, in
connection wth the opening of the Houston Hyatt Hotel. As
i ndi cated previously, Kanter represented the Pritzker famly, the
maj ority sharehol der/ owners of Hyatt Corp. At the Houston Hyatt
Hotel’s opening, Ballard was introduced to Kanter by A N
Pritzker (the head of the Pritzker famly), who told Ballard that
Kanter was A-N. Pritzker’'s “everything”. In the succeeding
years, Kanter and Ballard had numerous busi ness and prof essi onal
contacts with each other

Petitioner Mary B. Ballard, Ballard s wife, was not
i nvol ved, except in a very limted way, in any of the activities
giving rise to this litigation. She is a petitioner in these
proceedi ngs sol ely because she filed joint Federal incone tax
returns with Ballard for the years at issue.

C. Robert W Lisle (STJ report at 22-23)

Lisle was al so an enpl oyee of Prudential from Septenber 1950
to April 1982. He was also enployed in the real estate

departnment at Prudential, in real estate devel opnent and in
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nort gage financing. The devel opnent aspect of his work was
conducted under the unbrella of a subsidiary corporation of
Prudential, which was known as PIC Realty Corp. (PIC Realty).
Lisle was president of PIC Realty. Prudential conducted its real
estate equity and joint venture operations in the nanme of PIC
Realty in those States that prohibited i nsurance corporations
fromdirectly engaging in real estate developnent. To a |large
extent, the career of Lisle paralleled that of Ballard. Lisle

al so worked in various regional offices of Prudential and
ultimately was pronoted to a senior executive position at
Prudential’s Newark corporate headquarters. The offices of Lisle
and Ballard were next door to each other. At the tine Lisle left
Prudential in 1982, he was a vice president of Prudential.

Li sl e’ s supervisor at Prudential was al so Donald Knab. After

| eaving Prudential in April 1982, Lisle worked for The Travel ers
| nsurance Co. (Travelers) until April 1988, doing virtually the
sanme kind of work he had done for Prudential.

Lisle met Kanter sonmetine between 1968 and 1970. The two
had numerous contacts with each other in succeedi ng years,
including the period after Lisle left Prudential and worked for
Travelers. The record does not reflect what outside business
activity Lisle was involved with that would be relevant to these
cases between the tinme Lisle left Travelers in April 1988 until

his death in 1993.
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Donna M Lisle, Lisle’s wife, was not involved in any of the
activities giving rise to this litigation, and her estate is a
party to these proceedings solely by virtue of Ms. Lisle’'s
having filed joint Federal incone tax returns with Lisle for the
years at issue. She died in 1993.

D. Additional Findings of Fact Regarding Ballard and Lisle

Donal d Knab (Knab) worked with Ballard and Lisle in
Prudential’s Houston regional office in the |ate 1960s and, after
bei ng reassigned to Prudential’s corporate headquarters in Newark
in the early 1970s, Knab asked Ballard and Lisle to conme to work
for himin the real estate investnent departnent. Knab, Transcr.
at 602-604. Knab had very high regard for Ballard s and Lisle’'s
abilities. Knab, Transcr. at 608.

1. Ballard

Bal |l ard considered it conmmon in the real estate business for
internmediaries to introduce brokers to corporate real estate
owners and financiers, such as Prudential, and for such
internmediaries and brokers to share any fees arising fromreal
estate transactions related to such introductions. Ballard,
Transcr. at 215-216.

Bal | ard’ s hi gh-ranki ng-executive position at Prudenti al
allowed himto exert significant influence over Prudential’s real

estate investnent decisions, including awards of property
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managenent contracts, financing transactions, and rel ated
busi ness. Ballard, Transcr. at 215; Knab, Transcr. at 606-6009;
Strum Transcr. at 511, 521-522. Ballard believed that his power
to reject or veto a proposed transaction was the nost significant
power that he w elded at Prudential. Ballard, Transcr. at 215.

2. Lisle®

Li sl e becane president of PIC Realty in 1970. Exh. 2030, at
2. Lisle was first introduced to Kanter by A N. Pritzker during
the period 1968 to 1970. |d. at 10-11. At that tinme, PIC Realty
was involved in the construction of what woul d becone the Houston
Hyatt Hotel, and Kanter was representing the Pritzkers. Ballard,
Transcr. at 119-120; Exh. 2030, at 11

Lisle was authorized at both Prudential and Travelers to
conmmit up to $20 million to real estate financing transactions
and devel opnent projects. Exh. 2030, at 2, 9-10. Lisle's
position at Travelers, senior vice president for the real estate
i nvestment departnent, was higher than his position at
Prudential. |1d. at 9. Lisle s high-ranking-executive positions
at Prudential and Travelers allowed himto exert significant

i nfl uence over Prudential’s and Travelers' real estate investnent

2 As previously indicated, Lisle died before the trial was
held in these cases. Exh. 2030 is a transcript of an interview
that I RS agents conducted with Lisle on Jan. 10, 1990.
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deci sions, including awards of construction contracts, financing
transacti ons, devel opnent projects, and rel ated business.
Bal |l ard, Transcr. at 215; Strum Transcr. at 511, 521-522; Knab,
Transcr. at 606-609.

E. Kanter-Rel ated Entities

1. Ilnvestnent Research Associates, Ltd. (IRA) (STJ report
at 15-17)

| RA was i ncorporated as a subchapter C corporation in the
State of Del aware on August 26, 1974, originally under the nane
Cedilla Co. In the annual franchise tax report for IRA filed
with the State of Del aware, dated March 1, 1979, the nane of
Cedilla Co. was changed to I nvestnent Research Associates, Ltd.
To avoi d confusion, we refer to the corporation at all tines as
| RA.

| RA consistently filed annual franchise tax reports with the
State of Del aware. Between 1974 and 1977, |RA was authorized to
i ssue both common stock and several classes of preferred stock.
Exhs. 4, 9071. |IRA s annual franchise reports filed with the
State of Delaware from 1975 to 1988 often were not accurate in
reporting the shares of its stock that were issued and
out standi ng. Exhs. 4, 9071.

| RA has al ways had a board of directors and a full slate of

officers. It has consistently filed Federal incone tax returns.
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forth in the follow ng table:

| RA reported consolidated total

and net operating | osses as set

Table 1

Year Total Incone Taxable Incone (Loss) Net Operating Losses
1977 $234, 790 (%271, 394) ($7, 954)
1978 1, 004, 475 (18, 673) (271, 394)
1979 1, 944, 332 406, 771 (18,673)
1980 3,557,198 65, 094 --
1981 5, 158, 583 (615, 852) --
1982 4,536, 122 (121, 501) (143, 987)
1983 3, 849, 742 (425, 538) (121, 501)
1984 3, 606, 785 (175, 946) (89, 235)
1985 3,118, 893 96, 363 (175, 946)
1986 2,345,762 (327, 854) - -
1987 299, 794 (16, 942) (111, 843)
1988 (526, 393) (637, 842) (10, 550)
1989 1,011, 577 (116, 521) (1, 057, 468)

Exhs. 10 to 24, 9668, 9669. |RA paid tax of $94,618 for the
t axabl e year 1979. Exh. 10.

a. | RA' s Shar ehol ders

Bef ore October 28, 1975, Del ores Keating (Keating), a real
estate broker, held 1,000 shares of IRA"s commpn stock. Exh.
9051. In 1973 or 1974, MIldred Schott (Schott) began working
with Keating. Schott, Transcr. at 2122-2123. Schott previously
worked as a | egal secretary and had a real estate brokerage
license. She was introduced to Kanter by a nmutual acquaintance

of theirs.
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On Cctober 28, 1975, Keating's 1,000 shares of | RA conmmon
stock were exchanged for 500 shares of class B preferred stock.
Exh. 9051. Al though she did not recall the fact, Schott held
1,200 shares of IRA class A preferred stock until 1982. Schott,
Transcr. at 2113, 2129; Exhs. 10, 12, 14, 17. Schott held IRA
stock to enable the conpany to hold a corporate real estate
license. Schott, Transcr. at 2119; Exh. 4022.

On Cctober 28, 1978, IRA issued 1,000 shares of common stock
in equal shares to 25 trusts known collectively as the Bea Ritch
Trusts. Exh. 9051; Exh. 135, at 23. By 1978, |RA redeened
Keating's 500 shares of class B preferred stock. Exh. 4.

During the exam nation of IRA's returns, an I RS agent
recall ed being presented with I RA corporate mnutes for 1983
whi ch indicated that | RA"s sharehol ders at the tine included the
Bea Ritch Trusts, Schott, a Ballard famly trust, and a Lisle
famly trust. Batory, Transcr. at 3151-3152.

b. The Bea Ritch Trusts

The Bea Ritch Trusts were established in 1969 and were naned
after Beatrice K Ritch, Kanter’s nother. After 1982, |RA had
only common stock outstanding, and the Bea Ritch Trusts were
| RA’ s sol e sharehol ders.

Oiginally, when the 25 Bea Ritch Trusts were established in

1969, the beneficiaries of the Bea Ritch Trusts were Kanter,
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Kanter's famly, and other relatives of Kanter. By about 1977,
Kanter had purportedly renounced all of his interest as a
beneficiary in the Bea Ritch Trusts.? Sol onon Wi sga
(Weisgal ), an accountant and a longtine friend and busi ness
associ ate of Kanter, has been the sole trustee of the Bea Ritch
Trusts since 1969. As trustee of the Bea Ritch Trusts, Wi sgal
has an extrenely broad power either to accunulate the Bea Ritch
Trusts’ inconme or to distribute (i.e., sprinkle) the trusts’

i ncone and assets anong all or any of the trusts’ beneficiaries
in virtually any manner he deened appropri ate.

C. IRA's Oficers and Directors

Bef ore October 27, 1975, Keating was | RA' s president and
secretary. Exh. 9050. On Cctober 27, 1975, Keating resigned as
|RA's president. 1d.

On Cctober 27, 1975, Schott was el ected | RA's president,
and Sharon Meyers (Meyers) was elected |RA's secretary. 1d.

Meyers had originally worked as Kanter’s secretary. Meyers,

26 \Whet her Kanter’'s alleged renunciations were shans is a
factual question raised infra Issue V. 1In any event, nunerous
additional trusts were | ater added as beneficiaries to the Bea
Ritch Trusts. Exhs. 135, 9187, 9269, 9270, 9271. See app. 17 to
this report. Additional trusts (and groups of trusts) for the
benefit of Kanter’'s famly nenbers included the Evergl ades Trusts
(5), the T.C. Famly Trust, the Egandal e-Vine Trust, the Beach
Trust, the Baroque Trusts (3), the Softy Trusts (10), the
Pill poppers Trusts (3), and the Chanber Trusts (3). Exhs. 9213-
9220.
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Transcr. at 2890-2891. By the 1970s, Meyers’'s position at
Kanter's law firmevolved to that of Kanter’s adm nistrative
assistant. Meyers, Transcr. at 2894-2899. Meyers served as an
officer and/or director of IRA at various times. Exh. 4.

From 1975 to 1980, Schott remai ned the president of |IRA and
Wei sgal was vice president.? From 1980 to 1989, the president
of I RA was Lawence Freeman (Freenman), an attorney in M am,
Florida, and a friend and busi ness associ ate of Kanter. Although
Freeman was not paid for serving as IRA's president, Freeman and
his law firmreceived significant |egal business by referrals
from Kanter. Al though Freeman was | RA's president and director
for nost of the 1980s, he characterized his role as primrily
that of a bookkeeper/accountant and adm nistrator. Freenan,
Transcr. at 1819.

In 1989, Kanter becane IRA's acting president. Until 1989,

Kanter had never been an officer or enployee of IRA Exhs. 4,

21 Sol onon Wi sgal (Weisgal) had little recall regarding
his activities as either an officer or a director of IRA or The
Hol ding Co. (THC). Weisgal, Transcr. at 434-437, 443, 445, 458-
460. Weisgal believed the Bea Ritch Trusts were IRA's sole
sharehol ders fromits original organization through 1989.
Wei sgal, Transcr. at 440. Wisgal had no recollection of the
person or persons at |RA or THC who woul d have generated busi ness
opportunities for The Five or the persons at I RA or THC who woul d
have performed services for The Five under various agreenents
t hat he executed on behalf of I RA or THC during the years at
i ssue. Weisgal, Transcr. at 444-446 (Schaffel), 462 (Essex).
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9071, 9085. Kanter and his law firm provided | egal services to
| RA. Gal |l enberger, Transcr. at 1990.

From 1976 through 1980, Schott, Wisgal, and Patricia G ogan
(Grogan) served as IRA's directors. Exh. 4. Gogan was an
accountant who began working at Kanter’s law firmin the m d-
1970s. Gogan, Transcr. at 1395-1396. From 1981 through 1989,
Freeman served as IRA's director. Exhs. 4, 9071

Bal | ard and Lisle were never sharehol ders, officers,
directors, or enployees of IRA. Exh. 4. However, in Decenber
1981, IRA issued a check to Ballard in the anpbunt of $12,500-- an
amount identified in the neno section of the check as a
director’s fee. Exh. 3007. Ballard cashed the check, and IRA
deducted the paynent as a director’s fee on its 1981 tax return.
Id.; Ballard, Transcr. at 218; Exhs. 14, 9071.

d. | RA' s Subsidi aries

| RA owned, fromtine to tinme, controlling interests in
several subsidiary corporations. These subsidiary corporations
i ncluded Brickell Enterprises, Inc., Cedilla Co., Cedilla
| nvestnent Co., IRA Florida Apartnents, Inc., KM Corp., Zeus
Ventures (Zeus),? Carlco, Inc. (Carlco), TMI, Inc. (TMI), and

BWK, Inc. (BW). Carlco, TMI, and BWK are discussed in

28 Zeus Ventures (Zeus), is discussed with regard to the
Frey transactions described infra pp. 91-107.
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substantial detail below. |IRA also, at one point, owned a
majority stock interest in International Filnms, Inc.

e. | RA's Business Activities

| RA"s principal activity was making investnents, either for
itself or through its subsidiaries. It maintained bank accounts
and books and records of its activities. |In connection with its
investnment activities, IRA utilized the services of its officers,
enpl oyees, advisers, and consultants, anong whom was Kanter.

| RA was primarily a vehicle for hol ding passive investnents
and generally had no paid enployees. Myers, Transcr. at 2911-
2912; Petitioners’ Reply Brief at 66. During the period 1983 to
1989, IRA did not claimany deductions for sal aries, wages, or
conpensation paid to its officers. Exhs. 18-24.

2. Carlco, Inc., TMI, Inc., and BWK, Inc. (STJ report at
17-18)

Kanter was a beneficiary of a trust called the Mdirkan Trust
No. 1.2° Exh. 56. On Cctober 17, 1983, Kanter exercised a
l[imted power of appointment under the Mdrkan Trust No. 1 and
directed the trustee, Roger Baskes,® to transfer $2,500 to each

of two newly fornmed trusts: Christie Trust and Orient Trust.

29 Morkan Trust No. 1 was naned after Kanter’'s father
Morris Kanter. Exh. 56.

30 Roger Baskes was a | awyer enployed at one tine at
Kanter’s law firm Baskes, Transcr. at 542-543.
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Exhs. 56, 79. Meyers was nanmed trustee of the Christie and
Oient trusts. 1d. Menbers of Lisle’s famly were nanmed as
beneficiaries of the Christie Trust, and nenbers of Ballard s
famly were naned as beneficiaries of the Orient Trust. [d.

Carl co, TMI, and BWK were so-called shelf corporations that
Kanter first incorporated in 1982 but remained dormant until late
1983. Kanter, Transcr. at 3604-3605. |In Decenber 1983, IRA
acquired 1,000 shares or 100 percent of the common stock of each
of Carlco, TMI, and BWK. Exh. 18, at 7. |RA paid $6,000 to each
of the corporations for the shares of stock. Exhs. 68, 92, 113.

I n Decenber 1983 and January 1984, Carlco, TMI, and BWK each
i ssued preferred shares of stock. Carlco preferred shares were
issued to the Christie Trust (Lisle’'s famly trust); TMI
preferred shares were issued to the Orient Trust (Ballard's
famly trust); and BWK preferred shares were issued to the BK
Children’s Trust (one of the Bea Ritch Trusts). As a result of
those trusts’ ownership of these preferred shares, Carlco, TMI,
and BWK no | onger qualified to be nenbers of IRA s consolidated
group of corporations for tax purposes and were not included in
the consolidated returns IRA filed. For 1984 and thereafter,
Carlco, TMI, and BWK, each filed separate Federal corporate

incone tax returns. The record does not include a conplete set
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of Carlco’'s, TMI's, or BWK s corporate m nutes books, stock
| edgers, or stock registers after 1984.

During this period, Kanter recomended and proposed to
Freeman (I RA’s president) and Wisgal (trustee of the Bea Ritch
Trusts, which held 100 percent of IRA's comon stock) that
generally Carlco and TMI shoul d each receive a 45-percent share
of IRA' s available investnent funds and that BWK shoul d receive
the remaining 10 percent of IRA s avail able investnent funds.

Kanter testified that the distribution of IRAs funds to
Carlco, TMI, and BWK in a 45/45/10 percent split represented (1)
a “free-cashfl ow asset allocation” he and Freeman devi sed, and
(2) an effort to diversify IRA's investnents. Kanter, Transcr.
at 3663-3666, 3690-3691, 3694-3695. The diversification of
i nvestnments was to be achi eved by having Lisle manage Carlco and
invest principally in municipal bonds, Ballard nanage TMI and
invest principally in real estate, and Kanter manage BVWK and nake
m scel | aneous investnments. 1d.; Ballard, Transcr. at 222.3
Kanter, in fact, did not have tinme to manage BW' s i nvestnents.

Kanter, Transcr. at 3695.

31 As shown in additional findings of fact regarding the
flow of funds, see infra pp. 162, 187-188: (1) IRA did not
allocate all of its free cashflowto Carlco, TMI, and BVWK during
the period in question, and (2) in addition to real estate
investnents, Ballard invested substantial anmounts of TMI's funds
in cash and muni ci pal bonds.
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Kanter also testified that he recommended Carl co, TMI, and
BWK be renoved fromIRA s consolidated group for tax-reporting
pur poses because (1) he was concerned that Carlco’s earnings from
t ax- exenpt nuni ci pal bonds mght inperil IRA s interest
deductions, and (2) he wanted to shelter Ballard and Lisle from
“second- guessi ng” by Freeman or another | RA officer.
Kanter, Transcr. at 3685-3686.3% Pursuant to Kanter’'s proposal
from 1984 through 1989, |IRA transferred substantial funds and
ot her assets to Carlco, TMI, and BWK in the respective
45- percent, 45-percent, 10-percent allocation. From 1984 through
1992, Ball ard managed TMI' s investnents, and Lisle managed
Carlco’'s investnents.

3. Additional Findings of Fact Regardi ng The Hol di ng Co.

O her than identifying The Holding Co. (THC) as a Kanter-
related entity that held investnents, the STJ report did not
i nclude any detailed findings of fact regarding the organization
and operation of THC. [Inasnmuch as THC and its subsidiaries

recei ved sonme of the disputed paynents from The Five, and THC i s

32 Kanter did not explain how renmoving Carlco and TMI from
| RA" s consol idated group of corporations for tax reporting
pur poses would serve to shelter Ballard and Lisle from second-
guessing by an officer of IRA given that | RA purportedly
continued to own all of Carlco’'s and TMI's common st ock and
Carlco and TMI renmained IRA's “legally controlled” subsidiaries.
See Petitioners’ Reply Brief at 3.
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di scussed in the fl ow of -funds anal ysis bel ow, additi onal
findings of fact are warranted. 3

THC was i ncorporated as a subchapter C corporation on
Decenber 8, 1976. Exh. 153. THC owned several subsidiary
corporations including the Gtra Co., Active Business Corp.
Zion Ventures, Inc.,3% Harbor Exchange Lendi ng Operation (HELO, %
LBG Properties, Inc., The Nom nee Corp., Ol Investnents, Ltd.,
and Tangl ewood Properties, Inc. Exhs. 153, 154, 156-160.
THC hel d nunmerous partnership interests during the period in
question. |d.

a. THC s Shareholders, Oficers, and Directors

The sharehol ders statenent on each of THC s tax returns
shows that Kanter owned THC s voting stock as follows: 1977--75
percent; 1978--76 percent; 1979--76 percent; 1980--76 percent;
1983 to 1986--not nore than 50 percent.®*® Exh. 153, at 25; Exh.
154, at 14, |. 10; Exh. 156, at 13, |. 10; Exhs. 157-160. THC s

shar ehol ders between 1981 and 1983 i ncluded Kanter, his i medi ate

3%  Payments THC received from The Five (in this case
Schaffel, Frey, and Eulich) are sumarized infra pp. 207-208.

34 Zion Ventures, Inc. (Zion), is discussed with regard to
the Frey transactions described infra pp. 91-107.

35 Harbor Exchange Lending Operation (HELO is discussed
wth regard to the flow of-funds analysis infra pp. 196-205.

%  The record does not include a conplete set of THC s
corporate m nutes books, stock |edgers, or stock registers.
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famly nmenbers, and a | arge nunber of Kanter famly trusts. Exh.
152, at 1, 2, 6, 7; Exh. 454.

Kanter did not report on his tax returns any sales of THC
stock during the years at issue. Exhs. 120-134.

During 1981 to 1983, THC s officers and directors included
Kanter, Wisgal, Myers, Gllenberger, and Joshua Kanter. Exh.
152.

b. THC s Tax Returns

THC filed consolidated Federal incone tax returns (and
anended returns) reporting taxable inconme or |osses for the years

and in the ambunts as foll ows:

TYE
Aug. 31 Losses

1978 ($132, 095)

1979 (973, 792) [and.]

1980 38, 351

1981 _.

1982 _.

1983 —

1984 (7,552, 865)

1985 (5, 930, 863)

1986 (5, 652, 815)

1987 (6,166, 172)

Exhs. 153-160. THC s tax returns for 1981 to 1983 are not

part of the record.
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4., The Adm nistration Co., Inc., and Principal Services
Accounting Corp. (STJ report at 28-32)

The Kanter-related entities described above, particularly
| RA and THC, required a clerical staff to assist in bookkeeping
and mnisterial tasks. Meyers, Transcr. at 2890-2892; G ogan,
Transcr. at 1396-1397, 1410. During the m d-1970s to early
1980s, these ministerial tasks were perfornmed by clerical
assi stants and bookkeepers, such as Meyers and G ogan, who were
enpl oyees of Kanter’s law firm (Levenfeld & Kanter) but who
wor ked for Kanter nearly full tinme. |d.

By 1981, bookkeeping for IRA, THC, and other Kanter-rel ated
entities had becone so vol um nous that The Admi nistration Co.,
Inc. (TACl), was organized for that purpose. Myers, Transcr. at
2901, 2908-2909.% TACI was incorporated in the State of
Del aware on Septenber 21, 1981, and was authorized to do business
inthe State of Illinois. Its articles of incorporation stated
that it was “to engage in any lawful act or activity for which
corporations nmay be organi zed under the General Corporation Law
of Delaware.” In TAClI's application to do business in the State

of Illinois, a nore conprehensive statenent of TACI’s purpose was

37 The Administration Co., Inc. (TACI) was organi zed at the
i nsi stence of sone of the nenbers of Kanter’s law firm who
conpl ained that |aw firm enpl oyees wor ki ng under Kanter were
perform ng extensive nonlegal services for which the law firm was
not bei ng conpensat ed.
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that the corporation would engage in consultant and advi sory
wor k, including investnent, managenent, and advi sory services.

On the date TACI was incorporated, Wisgal, as trustee of the
Pyram d Trust, subscribed to the total nunber of shares

aut hori zed to be issued by the corporation. Sharon Meyers was
the Pyramd Trust’s sole beneficiary. Sharon Meyers was the sole
director of TACI and was its initial president and treasurer from
1981 t hrough 1985.

TACI was organi zed to assist its clients in their financial
and investnent activities. TACI's clients included individuals,
corporations, partnerships, trusts, various clients of Kanter,
and nmenbers of his law firm However, not all of the clients of
TACI were clients of Kanter’'s law firm At various tines, TAC
had hundreds of clients, including Kanter, |RA, and
THC. From 1981 t hrough 1988, TACI had between 200 to 500
clients.

TACI had several enployees at any given tinme, nostly
clerical assistants, bookkeepers, and accountants. TAC received
nmoneys for and on behalf of clients and paid out nobneys
either to clients or to third parties on behalf of clients. TAC
mai nt ai ned books and records for each of these clients and, in
many i nstances, prepared clients’ tax returns. TAClI charged a

fee for its services.
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Wth respect to noneys TACI collected and held for its
clients, instead of having a separate bank account for each
client, at the suggestion of the bank where TACI did business,

a single bank account was opened, in TAClI's nane, which served as
a common depository fund for all of TACI's clients. That account
was known as the TAClI Special E Account.®* TACI’'s books and
records reflected each client’s bal ance of noney in the account
and also reflected the deposits or wthdrawals by each client
affecting that client’s balance in the account. TACH also

mai ntai ned at its bank another simlar account known as the TAC
Speci al Account, which was also for the benefit of TACI's
clients. This account was not used as an operating account for
TACI’s clients but rather was used to pool or aggregate idle
funds of TACI's clients. The noneys in this account were
utilized generally to buy certificates of deposit because a

hi gher rate of return could be realized for TACI's clients

t hrough aggregating their funds to purchase |arger-denom nation
certificates of deposit. Funds fromthis account were also |ent
to other TACI clients. Deposits to and withdrawals fromthe TAC

Special E Account and the TACI Special Account were posted to the

3%  The bank insisted that TACI have a single bank account,
as opposed to hundreds of bank accounts for separate clients,
because this saved the bank considerabl e adm nistrative expenses.
During this period, the bank did not charge account hol ders
banki ng fees either for checks deposited to their accounts or for
checks witten on their accounts.
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appropriate client accounts. TACH issued annual tax statenents
and reports to its clients and the Internal Revenue Service on
the interest incone earned by each client on that client’s funds
in the TACI Special E Account and the TACH Special Account.

Kanter, as a client of TACI, had funds of his own in both
the TACI Special E Account and the TACI Special Account. TAC,
as part of its services and acting on Kanter’s behalf, paid sone
of Kanter’s business and personal expenses out of Kanter’s funds
in these accounts. All checks issued by TACI on behalf of a
client were debited against the bal ance such client had in the
accounts. |If a client had a negative balance in the accounts,
that debit anmpunt was consi dered an indebtedness by the client to
TACI. Any positive balance a client had in the accounts was
consi dered noney bel onging and owed to said client.

I ncl uded anong the services provided by TAC were
bookkeepi ng services for its clients. This included keeping
books and records for clients and the preparation of individual
income tax returns. TAClI prepared Kanter’s inconme tax returns
for all or sonme of the years at issue.

TAClI's offices were located either at the law firmoffices
of Kanter or in close proximty thereto.

Meyers, who was president of TAC, directed the staff and
enpl oyees of TACI until 1985. Linda Gall enberger (Gall enberger),

a C.P. A, becane vice president of TACI in 1982 and worked under
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the direction of Meyers. \Wien Meyers left TACI, Kanter briefly
served as acting president of TACI and, thereafter, Gallenberger
became TACI's president from 1985 through 1988.

TACI enpl oyed several other clerical assistants,
bookkeepers, and accountants, including Lisa Kl opman Shanker
(Shanker, Transcr. at 998), Sharon Bayers (Bayers, Transcr. at
1005- 1006), Rosemary Snedden (Bayers, Transcr. at 1010), Rosaline
Wei ss (Weiss, Transcr. at 796), Phyllis Dassinger (Dassinger,
Transcr. at 629-630), and Ki m Moxely Roehn (Roehn, Transcr. at
967-968) .

Kanter sonetines instructed Meyers, (Gallenberger, and ot her
TAClI staff on how a particular transaction should be recorded,
where a particul ar check should be deposited, or to whom noneys
shoul d be paid. Meyers, Transcr. at 2900, 2911 2934;

Gl | enberger, Transcr. at 1939, 1957.

Grogan mai ntai ned the books and records and prepared tax
returns for |RA and THC. G ogan, Transcr. at 1400-1403, 1415-
1417, 1476. G ogan also prepared Kanter’s tax returns. G ogan,
Transcr. at 1479-1480. Kanter instructed G ogan on how THC s
assets were to be invested and how the tax returns for I RA and

THC shoul d be prepared. G ogan, Transcr. at 1421, 1479-1480.
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TACI filed for bankruptcy in February 1988.3% Law ence
Korrub served as TACI’s bankruptcy attorney. Korrub, Transcr. at
1805. During TACI’s 1988 bankruptcy proceedi ngs, the records
that TACI maintained for Kanter and Kanter-related entities were
not turned over to Korrub. Korrub, Transcr. at 1807-1808. The
only docunments that Korrub received were copies of TACI's tax
returns. |d. During TACI’'s bankruptcy, Gallenberger sent TAC's
books and records, including the bank statenents and cancel ed
checks related to the TACI Special E and TACI Special Accounts,
to Kanter. Gallenberger, Transcr. at 1970-1973.

At the tinme of TACI’s bankruptcy, a new corporation,
Princi pal Services Accounting Corp. (PSAC), was organized. Al
of PSAC s outstanding shares of stock were initially owned by ARO
Trust, of which trust Kanter was the trustee. In 1989,
Gal | enberger becane the president of PSAC. Gall enberger,
Transcr. at 1978-1980. 1In 1990, Linda Gallenberger purchased
fromARO Trust all of PSAC s shares for $100 and her assunption
of PSAC s outstanding debts, which total ed over $100, 000.

Prior to TACI's filing for bankruptcy, PSAC took over a

nunber of TACI's clients, including Kanter, IRA, and THC. PSAC

3 The STJ report, at 32 n.14, incorrectly stated that the
record was not clear as to why TACI went bankrupt. TAC filed
for bankruptcy after the Internal Revenue Service (IRS) assessed
a nunber of tax return preparer penalties against the firmfor
various infractions. G@allenberger, Transcr. at 1973-1974.
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performed services for clients simlar to those which TAC had
provided to TACI's clients. For a short period in 1989, PSAC
al so established two accounts simlar to the TACI Special E
Account and the TACI Special Account.

The fees PSAC received fromits clients were not sufficient
to fund PSAC s operations. Fromthe tinme PSAC cane into
exi stence in 1989 until the tinme Gllenberger purchased the stock
of PSAC fromthe ARO Trust in 1990, PSAC borrowed over $100, 000
fromBW and THC to pay its enpl oyees’ salaries. @Gllenberger,
Transcr. at 1980-1982, 1987, 2041. BWK lent the noney to PSAC
either directly or through the TACI Special E Account.

Gal | enberger, Transcr. at 1983-1984.

Beyond 1990, PSAC did not generate enough fees to cover its
operational costs, continued to operate at a | oss, and borrowed
nmoney from BWK. Gal | enberger, Transcr. at 1985-1986. At the
time the record in these cases was cl osed, PSAC had not repaid
the loans fromBW. 1d. Wen borrow ng noney, @Gall enberger
ei ther contacted Kanter about the |oan or went ahead and borrowed
the noney herself. (Gallenberger, Transcr. at 1986-1987.

PSAC s bookkeepi ng procedures and return preparation
procedures were essentially the sane as TACI's. @all enberger,

Transcr. at 1988-1989, 2078. Any questions that Gall enberger had
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regardi ng accounting matters were answered by Kanter or Freeman.
Id.

PSAC was | ocated at Kanter's law firm Neal, Gerber &
Ei senberg. Ceorge, Transcr. at 1282-1283. PSAC noved
simul taneously with Kanter’s law firm George, Transcr. at 1283-

1284.

1. | ntroductory Statenent and Brief |ntroduction of The Five
(STJ report at 24-28)

A. The STJ Report

A certain group of persons and/or entities has been referred
to by the parties collectively as “The Five”. The Five, for the
nost part, play a promnent role in connection with the
additions to tax for fraud. Respondent contends that The Five
made paynments over a nunber of years to Kanter, Ballard, and/or
Li sl e that were kickbacks or payoffs devised by Kanter, Ballard,
and/or Lisle. These various transactions or activities involving
The Five and the paynents by them have been identified and
referred to by respondent as the “Prudential schene”, the
“Travel ers transaction”, and the “Kanter transaction”. For
i nstance, under the Prudential schenme, respondent contends that
Bal l ard and Lisle used their positions at Prudential to influence
and cause Prudential to award business to individual nenbers of
The Five. In return for Ballard s and Lisle s services, each

menber of The Five nmade paynents to an entity or entities owned
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or controlled by Kanter. In turn, Kanter and/or entities under
Kanter's control transferred sonme or all of those paynents to one
or nore entities, and, through a succession of transfers, the
moneys ultimately filtered down to Ballard, Lisle, and Kanter,
either as corporate capital contributions or in the form of

| oans, which were never repaid and later witten off as
uncol l ectible. Respondent variously characterized the operation
as “schenes” by which paynents by The Five went figuratively into
a “black box” fromwhich there was a “drop down” to and through
various entities until the noneys reached Ballard, Lisle, and
Kanter. |In actuality, respondent argues, the paynments under the
Prudential schenme constituted ki ckback inconme to Kanter, Ballard,
and Lisle, which Kanter, Ballard, and Lisle fraudulently failed
to report on their respective incone tax returns.

As the Court understands the case, respondent’s claim of
fraud is not based, per se, on the paynents by The Five to Kanter
or any of the other entities to which such paynents were
directed. The record is clear, and respondent does not chall enge
the fact, that all paynents nade by The Five were reported as
i ncome on the Federal income tax returns of the entities
recei ving such paynents. Respondent’s claimof fraud essentially
is based upon (1) the failure of Ballard, Lisle, and Kanter to
report, as inconme, anmounts that were “dropped down” to them as

| oans that were never repaid, and (2) as to Kanter, for noneys he
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personal |y earned that he directed be paid to I RA or other
entities he controlled and, as to which, Kanter failed to report
on his individual income tax returns.

Respondent maintains that the failure of Kanter, Ballard,
and Lisle to report the Prudential schene, Travelers transaction,
and Kanter transaction incone constituted fraud under section
6653(b), for 1978 through 1989. The entities that make up The
Five and a brief description of each foll ows:

(1) Hyatt Hotels Corp., a subsidiary of Hyatt Corp. (Hyatt).
Hyatt manages hotels in the United States, Canada, and the
Cari bbean. As indicated previously, nmenbers of the Pritzker
famly control the ownership of Hyatt. Kanter represented the
Pritzkers for years as their attorney. In 1979, |RA acquired KW
Corp., a corporation that had been receiving certain “comm ssion”
paynments from Hyatt on the nmanagenent fees Hyatt earned in
operating the Hyatt Enbarcadero Hotel at San Franci sco,
California. The Hyatt Enbarcadero Hotel had been devel oped and
was owned by a joint venture in which Prudential was a
participant. The comm ssion paynents, respondent contends,
constituted part of the kickback schene.

(2) Bruce J. Frey, DDM Interstate, the B.J.F. Devel opnent
Co. Partnership, and BJF, Inc. Bruce J. Frey was the principal
in each of these latter entities. M. Frey, through these

entities, managed apartnents, office buildings, and commerci al
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properties. He and these entities were also heavily involved in
a nunber of condom nium conversion projects in various cities
around the country, in many of which Prudential held interests.
M. Frey and his related entities shared certain fees with Kanter
and his related entities, which respondent al so contends
constituted part of the kickback schene.

(3) WIlliamD. Schaffel. M. Schaffel was a nortgage broker
and real estate developer. M. Schaffel also assisted a New
Jersey general contracting conpany to obtain certain construction
contracts. From 1979 through 1986, he had extensive business
deal i ngs on behal f of individuals he represented with Prudenti al
and Travelers. M. Schaffel shared with Kanter and his rel ated
entities brokerage and devel opnent fees, which respondent cl ai ned
was part of the kickback schene.

(4) Property Managenent Systens, Inc. (PM5S). The chairman
and chief executive officer of PM5 was Kenneth Schnitzer. PNMS
managed office buildings and other comercial real estate for
ot hers pursuant to property managenent contracts. A relatively
smal | portion of its business included contract cleaning or
janitorial services on sonme Texas comercial properties it
managed. At one point, |IRA acquired and owned a 47.5-percent

stock interest in PM5. Certain fees of PMS were al so shared with
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Kanter and his related entities, which respondent clai ned was
part of the kickback schene. %
(5) Essex Hotel Managenent Co. (Essex Partnership). The
Essex Partnership had the follow ng partners holding the
partnership interests indicated:

Per cent age

Part ner part nership interest
| RA 26. 125
THC 21. 375
Mot or Hot el Managenent Co. (VHM 47. 500
John Connol |y 5. 000

John Eulich was the majority sharehol der of Mdtor Hot el
Managenent Co. (MHM), a corporation, that was engaged in the
hot el managenent business. John Connolly’s hotel managenent
conpany managed two hotels that were owned by Prudential. The
partnership agreenent for the Essex Partnership is dated January
I, 1982. One of the Essex Partnership s purposes was to provide
consulting and liaison services to sonme of its partners in
connection with their managenent of certain hotels. A
substantial portion of the managenent fees earned by John
Connolly and MVHM was paid to the Essex Partnership, which

respondent contends was a part of the kickback schene.

40 There is no evidence that any PMS fees were shared with
Kanter and his related entities.
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B. Comments Reqgardi ng the Introductory Statenent and Bri ef
| nt roducti on of The Five

The first two paragraphs of the introductory statenent in
the STJ report regarding The Five do not include findings of fact
but rather represent a statenent of the Special Trial Judge’s
under st andi ng of respondent’s theory of the cases. A review of
respondent’s posttrial briefs reveals that the Special Trial
Judge m sunder stood and/or m sstated respondent’s position.

As an initial matter, the STJ report stated that it was
respondent’ s contention The Five made paynents “In return for
Ballard’s and Lisle's services”. This statenent suggests that
respondent asserted The Five were aware Ballard and Lisle were
using their influence to steer business to them and The Five
intended to conpensate Ballard and Lisle for their actions. To
the contrary, respondent’s theory regarding the manner in which
t he ki ckback schene was carried out is articulated in

respondent’s Opening Brief at 568-567, as foll ows:

Suppose A says to B, “If | introduce you to C, and you
do business with C s conpany, then | want 50% of
what ever noney you make on the deal.” If B did

business with C, and, in turn, paid A 50% of what he
made, that is not a kickback. A received a finder’s
fee. However, further suppose, A went to C and said,
“What ever business you give to B, I will give you a
percentage of the noney B gives to ne.” In this
situation, B may not even know about the arrangenent
between A and C. B may believe he is getting business
from C because he does good work. Neverthel ess,
respondent maintains that when C gives business to B
wi th the understanding that he will eventually receive
noney generated by that business fromA, that is a

ki ckback.
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Thus, respondent argued in his posttrial briefs that Schaffel,
Frey, Schnitzer, and Eulich generally were unaware Ballard and
Lisle were using their influence at Prudential to steer business
opportunities to them and they generally believed they were
conpensating Kanter for his influence. As discussed in greater
detail, see infra pp. 229-235, in the light of respondent’s
theory the STJ report gave undue weight to testinmony by The Five
that they did not participate in a kickback schene.

The STJ report also incorrectly stated: “respondent’s claim
of fraud is not based, per se, on the paynents by The Five to
Kanter or any of the other entities to which such paynents were
directed.” Respondent clearly asserted in his opening brief that
Kanter's, Ballard' s, and Lisle’ s actions were fraudul ent because
(1) they knew all the paynents from The Five to | RA and THC
represented incone that was taxable to each of themindividually,
and (2) Kanter, Ballard, and Lisle intentionally used I RA and THC
to (a) shelter the paynents from The Five fromtaxation, and (b)
to channel the paynments to thensel ves di sgui sed as capital
contributions, |oans, and paynents to fam |y nenbers.
Respondent’ s Opening Brief at 556-557.

In addition, the statenent in the STJ report limting
respondent’s theory of fraud to the failure of Kanter, Ball ard,
and Lisle to report as inconme anounts “dropped down” to themin

the formof loans is inaccurate and inconplete. |In fact,
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respondent clainmed that Carlco, TMI, and BWK were owned by Lisle,
Bal | ard, and Kanter, respectively, and, therefore, a much |arger
portion of the paynents from The Five, a total of sonme $6.7
mllion, was transferred to Kanter, Ballard, and Lisle through
so-called capital contributions to Carlco, TMI, and BWK. [d. at
459- 473, 598-601. Though not to be ignored, the | oans
represented relatively small anmounts of the noneys that
respondent all eged were passed along from The Five, through
Kanter-rel ated entities, to Kanter, Ballard, and Lisle.

[11. Details Regardi ng The Five

A, Certain Paynents Made by The Five (STJ report at 32-33)

Prior to and during the years at issue, Prudential was
perhaps the | argest holder of comrercial real estate in the
United States. By the late 1970s, it either held or was
responsi bl e for managing an estimted $20 billion in commerci al
real estate properties. In addition to its extensive comrerci al
real estate holdings in nunmerous cities throughout the United
States, since the 1960s, Prudential also was involved in
devel opi ng commercial real properties and in extending financing
to other real estate devel opers on various real estate projects
around the country.

As indicated previously, by the mddle of 1982, Ballard and
Lisle each had left Prudential. After |eaving Prudential, Lisle

obtained a simlar position at Travelers. Respondent’s case for
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fraud i s based upon paynents nade over several years from severa
entities and/or individuals that have been collectively referred
to by respondent as The Five. The follow ng narrative describes
The Five and the nature of their paynents.

1. Hyatt Corp.’s Paynent of a Share of Its Profits on the
Enbar cadero Hotel’'s Managenent Contract to KW Corp
(STJ report at 33-37)

From 1968 through 1972, Ballard and J.D. Waver (Waver), an
executive with Tenneco Corp. (Tenneco) played instrunental roles
in their respective enployers’ joint devel opnent of what would
becone the Houston Hyatt Hotel. Waver was president of
Tenneco’' s real estate devel opnent subsidiary. Ballard, Transcr.
at 115. Ballard negotiated the Houston Hyatt Hotel’s managenent
contract wwth AN Pritzker of Hyatt Corp. A N Pritzker and his
sons had reputations as tough negotiators. Ballard, Transcr. at
125. Hyatt Corp. was awarded the managenent contract for the
Houst on Hyatt Hotel no later than 1970. Ballard, Transcr. at
114-120, 126.4

Li sl e al so worked on the Houston Hyatt Hotel project for

Prudenti al . Friend, Transcr. at 767-768, 772-777. A. N Pritzker

4 Hugo M Friend, Jr. (Friend), a Hyatt Corp. vice
president, nmet Ballard and assisted Lisle and Tenneco
representatives in the selection of architects and contractors
for the Houston project during 1968 or 1969, a fact which
suggests that Hyatt Corp. was awarded the managenent contract for
t he Houston Hyatt Hotel well before 1970. Friend, Transcr. at
750, 767-768, 773.
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first introduced Kanter to Lisle as one of Hyatt Corp.’s
representatives during the period 1968 to 1970 in connection with
t he Houston Hyatt project. Exh. 2030, at 10-11. Beginning in
1970, Lisle oversaw the devel opnment and construction of the
Houston Hyatt Hotel as president of PIC Realty. Ballard,

Transcr. at 115, 119; Exh. 2030, at 2.

During the early 1970s, before the Houston Hyatt Hotel was
conpl eted, Prudential was also participating in a joint venture
to devel op and own the Enbarcadero Hotel in San Francisco. Al ong
with Prudential, the other partners in the Enbarcadero Hot el
project were David Rockefeller, Tramrel Crow, and John Portman
(an architect). Ballard, Transcr. at 130; Friend, Transcr. at
759. As none of the joint venture participants possessed the
experience, know edge, and skill needed to nanage and operate the
hotel, they endeavored to have an experienced naj or hotel
managenent conpany operate the hotel under a | ong-term nanagenent
contract.

Li sl e was supervising the Enbarcadero Hotel’ s devel opnent
for Prudential and was involved with Prudential and the other
joint venture participants in the selection of a managenent
conpany to nmanage the hotel. Del Wbb, a well-known hot el

operator and owner of a |large hotel managenment conpany, and
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Intercontinental Co., another |arge hotel nanagenent conpany,
were conpeting for the nmanagenent contract.

A N Pritzker also was interested in having the Hyatt Corp.
manage the hotel because the Enbarcadero Hotel then woul d becone
the third or fourth Hyatt-operated hotel in the United States at
whi ch maj or conventions could be held. As a result of Ballard s
experience in negotiating the Houston Hyatt Hotel’'s managenent
contract, Knab (Ballard and Lisle’ s superior at Prudential)
directed Ballard to review and evaluate the terns of the proposed
managenent contracts to be considered for the Enbarcadero Hot el
Kanter addressed sone tax issues on behalf of Hyatt Corp. with
regard to the Enbarcadero Hotel. Kanter, Transcr. at 3669.

The Enbarcadero Hotel was considered a spectacul ar property,
and both Del Webb and A.N. Pritzker wanted the nmanagenent
contract for their respective conpanies. Ballard, Transcr. at
135-137, 142. Initially, Lisle was not interested in having
Hyatt Corp. manage the Enbarcadero Hotel. Lisle opposed Hyatt
Corp.’s participation in the bidding on the Enbarcadero Hot el
managenent contract because A.N. Pritzker had recently paid John
Portman to prepare a set of plans for another hotel in the Nob
Hill area of San Francisco. Ballard, Transcr. at 135-137.
However, Waver, the Tenneco executive who had worked with

Ballard in devel oping the Houston Hyatt Hotel, eventually
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persuaded Lisle to allow Hyatt Corp. to be considered for the
Enbar cadero Hotel's managenent contract.“ \Waver intervened
with Lisle on behalf of Hyatt Corp. because A N Pritzker
prom sed Weaver a 10-percent share of the “retained profits”
Hyatt Corp. m ght earn managi ng the Enbarcadero Hotel if Waver
coul d persuade Lisle to allow Hyatt Corp. to bid on the contract.

Ball ard, Transcr. at 127, 135-137;“ Exh. 362.

42 Tenneco Corp., Waver’'s enployer, apparently did not
have any equity or other interest in the Enbarcadero Hot el
project. The record does not fully disclose the circunstances
that caused and led M. Waver to persuade Lisle to allow Hyatt
Corp. to conpete for the Enbarcadero Hotel’'s nanagenent contract,
nor does the record disclose what specific past dealings M.
Weaver may have had with Lisle. Wile both Lisle and A N
Pritzker died before the trial of the instant cases, M. Waver’s
testinony was not offered by the parties. As Lisle had
previ ously worked in Prudential’s Houston regional office, Lisle,
in all |ikelihood, had al ready been acquainted with M. Waver,
as M. Waver had been enployed in Tenneco’'s real estate
operations for sone tine and, beginning in about 1968, had worked
with Ballard in putting together the devel opnent project for the
Houston Hyatt Hotel. (Enphasis added.)

The first clause enphasi zed above is incorrect. The
ci rcunstances that | ed Weaver to influence Lisle to allow Hyatt
Corp. to bid on the Enbarcadero Hotel nanagenent contract are set
forth in additional findings of fact in the text that foll ows.

The second cl ause enphasi zed above is notable. Ballard
deni ed ever neeting Weaver. Ballard, Transcr. at 247. Ballard' s
testinmony on this point was not credible.

4 Ballard testified: “M. \Waver was bugging M. Lisle to
let Pritzker bid on the hotel.” Ballard, Transcr. at 127.
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Bal |l ard recogni zed that Lisle alone held the power to bar
Hyatt Corp. from biddi ng on the Enbarcadero Hotel nmanagenent
contract, and there is no suggestion the other partners in the
Enbar cadero Hotel project had any direct input regarding the
bi ddi ng process. Ballard, Transcr. at 130, 135-137.

Subsequently, Ballard, Lisle, other Prudential enployees,
and representatives of the other joint venture participants mnet
with Del Webb and A N. Pritzker to obtain their respective bids
on the Enbarcadero Hotel’s managenent contract. The third
bi dder, Intercontinental Co., unexpectedly did not attend the bid
nmeeting. Ballard, Transcr. at 136, 269. Ballard considered it
unusual for Del Webb to attend such a neeting in person, as
opposed to sending a representative. Ballard, Transcr. at 138.

During the neeting, M. Wbb refused to submt a bid on
behal f of his hotel managenent conpany, as M. Wbb clainmed that
it was his understanding that M. Wbb’' s conpany was to receive
t he managenent contract. Although Lisle and other
representatives of the joint venture participants then asked M.
Webb how he believed this was so, M. Wbb refused to el aborate.
A N Pritzker offered to have Hyatt Corp. enter into a managenent
contract for the Enbarcadero Hotel substantially simlar to the
Houst on Hyatt Hotel’s nmanagenment contract. As Hyatt Corp.

submtted the only bid, AN Pritzker’s proposal was accepted,
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and a managenent contract for the Enbarcadero Hotel al ong those
lines was ultimately entered into by Hyatt Corp., Prudential, and
the other joint venture participants. Hyatt Corp. was awarded
t he Enbarcadero Hotel managenent contract w thout any conpeting
bid. Ballard, Transcr. at 136.

KW Corp. was an S corporation solely owed by Weaver. In
early 1971, shortly after wi nning the Enbarcadero Hot el
managenent contract, Hyatt Corp. entered into a “Mnorandum O
Agreenment” with KW Corp. (the Hyatt/KW agreenent), whereby
Hyatt Corp. agreed to pay KW Corp. an annual conm ssion
generally equal to 10 percent of Hyatt Corp.’s “net cash profits”
fromthe Enbarcadero Hotel managenent contract. The Hyatt/KW
agreenent stated: “KW has been the principal factor in bringing
the parties together and aiding in the negotiations” wth regard
to the Enbarcadero Hotel managenent contract. Exh. 362, at 2.

The Hyatt/ KW agreenent purportedly was authorized by Hyatt
Corp.’s executive officers under a docunent entitled “Certificate
of Secretary”, which bore the signature of Hugo M Friend, Jr
(Friend), an executive vice president, secretary, and director at
Hyatt Corp. during the period in question. Exh. 362; Friend,
Transcr. at 748-749, 753. Friend s sister was nmarried to Jay

Pritzker, one of A N. Pritzker's sons. Fri end, Transcr. at 750.
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The Certificate of Secretary stated that a special neeting
of Hyatt Corp.’s executive commttee of the board of directors
had been held, and a resol ution was adopted authorizing Hyatt
Corp. to enter into an agreenment wwth KW Corp. “for KW’s
services rendered in connection with * * * [Hyatt Corp.’s]
entering into a lease” with regard to the Enbarcadero Hot el
Exh. 362. Friend first |earned of the Hyatt/KW agreenent well
over a year later, in June 1972, and he was surprised to see that
hi s name had been signed on the docunent. Friend, Transcr. at
752-755. Friend investigated further and | earned that Donal d
Pritzker, another of A N Pritzker’s sons and president of Hyatt
Corp. at the time, had his secretary, Joanne Brown, sign Friend s
name on the docunent. Friend, Transcr. at 754. Friend al so
| earned the agreenent was entered into because of Waver’s
substantial influence in obtaining the Enbarcadero Hot el
managenent contract for Hyatt Corp. Friend, Transcr. at 764.
Anot her Hyatt Corp. docunent, a “Menorandum To The Files”,
prepared by Leonard W Stoga, Hyatt Corp.’s chief financia
of ficer, dated February 27, 1982, stated that \Waver earned the
fee “as a result of arrangi ng the managenent agreenent between
Hyatt * * * and Prudential.” Exh. 464; Stoga, Transcr. at 804-

807.
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Fol | ow ng the Enbarcadero Hotel deal, Hyatt Corp. abandoned
the Nob H Il hotel project. Ballard, Transcr. at 135-137.
Prudential later built 8 to 10 Hyatt hotels in cities including
New Ol eans, Canbridge (Massachusetts), Indianapolis, Nashville,
Chi cago, and Gahu, Hawaii. Ballard, Transcr. at 135; Friend,
Transcr. at 770-771. Friend often conferred with Ballard and/or
Li sl e when Hyatt Corp. contenpl ated replacing a hotel nanager at
a Prudential -financed hotel. 1d.

Kanter purportedly nmet Ballard and Weaver for the first tinme
in the fall of 1972 at the opening of the Houston Hyatt Hotel.
Kanter, Transcr. at 3602-3603, 3652; Friend, Transcr. at 759.%

Kanter testified he first | earned of Hyatt Corp.’s agreenent
to share its fees on the Enbarcadero Hotel’s managenent contract
with KM Corp. in about 1973, when A N Pritzker asked Kanter to
revi ew t he agreenent.

Ballard testified he | earned of the Hyatt/KW agreenent from
AN Pritzker, after the fact and in connection with discussions
regardi ng the other Prudential-financed hotels nentioned above.
Bal |l ard, Transcr. at 134-135. Ballard testified that A N

Pritzker volunteered that Hyatt Corp. paid a finder’s fee to

4 The record strongly suggests Kanter met Ballard and
Weaver during the period 1968 to 1970--the sane tine A N
Pritzker introduced Kanter to Lisle in connection with the
Houston Hyatt Hotel project. Exh. 2030, at 10-11
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Weaver on the Enbarcadero Hotel, but A N Pritzker sought to
assure Ballard that Hyatt Corp. did not pay finder’'s fees on its
managenent contracts. 1d.

In early 1975, a dispute arose between Waver and Hyatt
Corp. with regard to the comm ssion due to KW Corp. for 1974.
Friend informed Waver that the Enbarcadero Hotel did not
generate a net profit for 1974. Exh. 9101. Waver wote to
Friend and clained that Hyatt Corp.’s revenue fromthe
Enbar cadero Hotel for 1974 under its managenent contract with
Prudential was $612,201 and that KW Corp. was entitled to 10
percent of that amount. [d. A N Pritzker responded to Waver
by letter and asserted that KW Corp.’s share of the fees would
have to be reduced by a share of Hyatt Corp.’s hone office
expenses. Exh. 9102. Waver wote back to A N Pritzker
di sagreeing with this approach. Exh. 9103.

During 1975, A N. Pritzker brought the Hyatt/Waver dispute
to Kanter’s attention and requested his advice. Kanter, Transcr.
at 3646-3650. During this period, Kanter and Waver discussed
and negotiated M. Waver’'s sale of KW Corp. to Kanter’s
“client”, IRA. Follow ng these negotiations, in his letter to
Kanter dated March 10, 1976, M. Waver confirmed “our
under standing regarding my granting to your client a right

[option] to purchase all of the outstanding shares of stock of
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KW Corp.” for $150,000 and M. Waver’s continuing right to
recei ve an anmount equal to 30 percent of the paynments KW Corp.
received fromHyatt Corp. on the Enbarcadero Hotel’ s managenent
contract.®

Kanter testified that Waver agreed in the md-1970s to sel
KW Corp. to | RA for $150, 000 because he needed the noney.
Kanter, Transcr. at 3652-3653. There is no indication in the
record that the option Waver granted to Kanter had any
i ndependent val ue--Waver sinply granted | RA an open-ended option
to purchase KW Corp. for $150,000. Exh. 9103. As discussed
bel ow, I RA”s purchase of KW Corp. was delayed until 1979 after

Hyatt Corp. had becone a privately held corporation.“®

4  Hyatt Corp.’'s fees under the Enbarcadero Hotel's
managenent contract were based, in substantial part, on the
hotel s operational profits. The Enbarcadero Hotel opened for
business in 1973. During the first few years of the hotel’s
operation, the “comm ssions” KW Corp. received fromHyatt Corp.
were |less than M. Waver had expected. According to Kanter, at
the tinme he and M. Weaver negotiated KW Corp.’s sale to |RA
M. Weaver needed noney. Beginning in about the late 1970s the
Enbar cadero Hotel’'s profits increased significantly. Part of
this increased profitability was attributable to inprovenents
that Hyatt Corp. helped to finance by |ending about $1 mllion to
t he Enbarcadero Hotel’s owners for certain inprovenents to the
hot el .

4 Al'though Hyatt Corp. often did pay finder’'s fees or
comm ssions to individuals helping it to obtain val uabl e busi ness
contracts, Hyatt Corp. also did not want to publicize the
speci fic paynent anounts. It believed that such public
di scl osure woul d cause other individuals to demand sim | ar
conpensation for future business opportunities to Hyatt Corp.
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In the neantinme, correspondence from Hyatt Corp. to Waver
shows that (1) Hyatt Corp. revised its Enbarcadero Hote
managenent contract with Prudential sonetinme in late 1975, (2) a
question arose whether KW Corp.’s conmm ssion woul d be conputed
under the old Enbarcadero Hotel managenent contract or the new
Enbar cader o Hotel nanagenent contract, (3) Hyatt Corp. paid KW
Corp. $54,848 for 1976 and $60, 739 for 1977,% and (4) Waver was
informed in 1978 that the Enbarcadero Hotel’s perfornance was
i nproving and conm ssion paynents to KW Corp. would be
i ncreasing. Exh. 364; Exh. 9103, at 12; Exh. 4003.

By letter dated Septenber 27, 1979, Kanter infornmed Waver
that I RA wanted to proceed with the purchase of KW Corp.,
effective retroactively to Novenber 1, 1978. Exh. 365. |In 1979,
| RA purchased 100 percent of KW Corp.’s outstandi ng shares of
stock from M. Waver. Specifically, IRA issued to Waver a
$150, 000 prom ssory note which provided that Waver was to be
pai d $10, 000 on or before Novenber 30, 1979, and $140,000 (wth
interest at 12 percent) on or before July 31, 1980. Exh. 9103,
at 29. On Novenber 26, 1979, 4 days before I RA was obliged to

pay Weaver $10,000 in cash on the note, G ogan, on behalf of |RA,

47 Hyatt Corp.’s paynents to KW Corp. normally were
remtted in the spring of the year imedi ately foll ow ng the
contract year. Exh. 4003.
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sent Weaver a letter requesting that Waver accept “a note of a
third party, International Filns, Inc.” (IFl), one of IRA's
subsidiaries, reflecting an obligation due fromIFl to IRAin
full paynent of the $10,000 anmount due. Exh. 9103, at 30.
Weaver agreed to this proposal. On Novenber 30, 1979, Grogan, on
behal f of I RA, sent Waver a docunent purporting to be an |Fl
note payable to I RA for $10,000 which was assigned to Waver.
Exh. 9103, at 31-32. On March 12, 1980, Meyers, on behalf of
| FI, sent a letter to Waver requesting that he agree to extend
to July 1, 1980, the tinme in which IFl had to pay him $10, 000.
Exh. 9103, at 36. On July 2, 1980, IFl purportedly paid Waver
$10, 907. 37 by check signed by G ogan. Exh. 9103, at 37. (The
record does not reflect whether this check was negotiated.) On
August 1, 1980, Kanter sent Waver a letter purportedly
forwarding a check in the anmount of $154,176.44 for the stock of
KW Corp. Exhs. 9103, 38. (The record does not reflect whether
this check was negoti ated.)

The fact that Waver did not receive paynent on his sal e of
KW Corp. to IRA until August 1980 casts serious doubt on
Kanter’s testinony that Waver agreed to sell KW Corp. for
$150, 000 in 1976 because he needed the nobney. Kanter, Transcr.

at 3652- 3653.
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As a result of IRA s purchase, KA Corp. was included as a

subsidiary on RA's 1979 consolidated tax return. Exh. 10, at

7, 19. I1RA' s 1979 consolidated return reflected KW Corp.’s
assets, liabilities, and net worth as of January 1, 1979, as
fol | ows:
Asset s Anpunt
Cash $40, 626
Accrued i ncone 108, 521
Total assets 149, 147
Liabilities
Mort gages, notes, and bonds payabl e 19, 400
Accrued expenses 14, 663
Total liabilities 34, 063
Net Worth 115, 084
Comon st ock 1, 000
Ret ai ned ear ni ng unappropri ated 53, 968
Previously taxed incone 60,116
Tot al stockhol der equity 115, 084
Exh. 10.

KW Corp.’s accrued incone of $108,521 as of January 1,

1979, nearly equal ed the sum of the $54, 848 and $60, 739

($115,587) paynents that KW Corp. received fromHyatt Corp. in

1976 and 1977, respectively. Exh. 9103, at 12; Exh. 4003. IRA s

1979 consolidated return reported that KW Corp. had gross
recei pts of $171,027 for 1979, and $51, 308 of that amount (the 30

percent paid to Waver) was deducted as a comm Sssi on expense.
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Exhs. 10, 4003. |1RA's share of the 1979 Hyatt Corp. paynent
al one provided IRA with nearly the full $150, 000 purchase price
for KW Corp. KW Corp.’s contract with Hyatt Corp. was worth
mllions of dollars. Exh. 4003. By selling KW Corp. to |RA,
Weaver gave up 70 percent of his contract rights under the
Hyatt/ KW agreenent.

Nei t her Weaver nor Kanter immediately inforned Hyatt Corp.
that | RA had purchased KW Corp. Handel sman, Transcr. at 1136-
1137. Consequently, Hyatt Corp. continued to send to Waver
checks nade payable to KW Corp. Handel sman, Transcr. at 1136-
1137; Stoga, Transcr. at 813. From 1977 through 1994, Hyatt
Corp. paid KA Corp. approximately $2.5 mllion pursuant to the
Hyatt/ KW agreenent. Exhs. 4003, 465, 466, 467, 378, 380, 381;
Stoga, Transcr. at 808-811; Handel sman, Transcr. at 1141, 1143-
1144, Waver forwarded each of the Hyatt Corp. paynents to
Kanter. Exhs. 4003, 373, 9103 (e.g., Waver letters to Kanter
dated March 29, 1983, and March 12, 1984). Kanter then returned
30 percent of the Hyatt Corp. fees to Waver, and | RA deducted
t hose paynents as a comm ssion expense. Exh. 10, at 16; Exh. 14,
at 7; Exh. 17, at 15-16; Exh. 18, at 20; Ex. 9103 (e.g., TAC

check to Weaver dated March 27, 1984).
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By letter dated March 29, 1983, Waver forwarded to Kanter
the nost recent paynent from Hyatt Corp. Waver’'s letter stated
in pertinent part:
Dear Burt:
Attached is the check fromthe Hyatt Corporation in the
amount of $245, 843. 00, which represents K WJ.’s

comm ssion for the year ending Decenber 31, 1982.

W1l you pl ease deposit and issue appropriate checks to
the participants. |[Exh. 373].

I n Decenber 1983, IRA liquidated K\ Corp., and IRA s
subsidiaries, BW, Carlco, and TMI received its assets. BV
Carlco, and TMI then formed a partnership called KM Co. (KW
Partnership), to which they contributed all of the assets they
received fromKW Corp.’s liquidation. Carlco and TMI each had a
45-percent interest in KW Partnership; BW had a 10-percent
interest in the partnership. On January 10, 1984, Carlco, TM,
and BWK made capital contributions to KW Partnership in the
respective amounts of $2,745, $2,745, and $610. Exh. 69, at 8;
Exh. 93, at 9; Exh. 114, at 6; also Exh. 9104, at 10.

Nei t her Weaver nor Kanter imredi ately informed Hyatt Corp.
that KW Corp. had been liquidated. Exh. 9104; Handel sman,
Transcr. at 1136-1137. Consequently, Hyatt Corp. continued to

send to Weaver checks nade payable to KW Corp. I1d.
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Beginning in 1984, the Hyatt Corp. paynents that Waver
continued to forward to Kanter were no |l onger reported on IRA' s
consolidated returns. Rather, Carlco, TMI, and BWK reported
their distributive shares of this noney passed through to them
from KW Partnership. Exhs. 69-74 (Carlco general |edgers);
Exhs. 93-98 (TMI general |edgers); Exhs. 114-119 (BW general
| edgers).

I n August 1992, after the IRS began its exam nation in these
cases, Kanter infornmed Hyatt Corp. that |IRA had purchased and
|ater liquidated KW Corp., and that KW Corp.’s assets were
transferred to Carlco, TMI, and BWK and then contributed to KW
Partnership. Exh. 9104. As of the tinme of trial, Hyatt Corp.
continued to send its paynents to Weaver in the form of checks
made payable to KW Corp. Handel sman, Transcr. at 1137.

During the period 1977 to 1994, Hyatt paid to KW Corp. the

amounts set forth in the follow ng table.*

48  Hyatt Corp.’s records are inconsistent with IRA s
records with regard to the years in which the paynents |isted
above were paid. W rely on Hyatt Corp.’s records regarding the
timng of the paynents for purposes of these cases.
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Table 2

Year Anmount
1977 $54, 848
1978 60, 739
1979 - -
1980 171, 027
1981 128,671
1982 246, 717
1983 245, 843
1984 265, 846
1985 295, 415
1986 330, 376
1987 327,784
1988 281, 926
1989 75, 396
1990 24, 340
1991 23, 288
1992 21, 332
1993 21, 251
1994 14,911

Tot al 2,589, 710

Exh. 4003. Al though Hyatt Corp. was unable to find a record of
any paynent to KW Corp. for the 1978 contract year, Harold S.
Handel sman, Hyatt Corp.’s general counsel, believed that a
paynment was made to KW Corp. for 1978. Handel sman, Transcr. at
1142.

As discussed in detail in additional findings of fact, infra
pp. 192-194, KW Corp., and later KA Partnership, paid
substantial anmpbunts to Ballard s and Lisle’ s adult children
during the period 1982 to 1989, and those anobunts were deducted

as consulting fees.
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2. Bruce Frey's Paynents to I RA From 1980 Through 1985 and
to THC in 1981, 1983, 1984, and 1987 (STJ report at 37-
42)

Bruce Frey was a certified property nanager, real estate
broker, and the principal in DM Interstate Managenent, Inc.
(DM Interstate), a real estate property managenent conpany that
was an S corporation.* By January 1980, Frey organi zed a
corporation, BJF Devel opnent, Inc. (BJF, Inc.), to engage in the
busi ness of condom ni um conversions. Exh. 5800; Frey, Transcr.
at 653-654. As discussed in detail below, Frey, his business
associ ate, Janmes Wwld (Wld), and BJF, Inc. (as general
partners), organi zed a nunber of limted partnerships for the
pur pose of carrying out condom ni um conversion projects, selling
the condom niumunits, and providing ongoi ng managenment services
for the condom nium associ ati on. Exh. 5800; Frey, Transcr. at
659- 660, 663.

On June 15, 1984, Frey, Wl d, and BJF, Inc., as general
partners, and TSG Hol dings, Inc., FWD, Ltd., and THC forned a
[imted partnership known as BJF Devel opnent, Ltd. (BJF

Part nership), to engage in condom ni um conversion projects and

4 The second, third, and fourth sentences in the opening
par agraph of the STJ report describing business entities operated
by Bruce Frey (Frey) are incorrect. A correct statenent of those
facts is set forth in additional findings of fact in the text
that foll ows.
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rel ated business. Exh. 223. BJF Partnership is discussed in
greater detail bel ow

In many instances, Frey's limted partnershi ps acquired an
apartnent conpl ex, renovated and converted it into condom ni um
units, and sold the condom niumunits to individual purchasers.
Frey explained that he purchased apartnent buildings at their
rental value and, after refurbishing and converting the
apartnments to condom niumunits, he was able to turn a profit by
selling the units to individual owers. Frey, Transcr. at 659.
Frey and/or another entity owned by himal so typically earned
certain devel opnent and managenent fees on condom ni um
conversions. The devel opnent fees were for Frey's and/or his
entity’ s services in managi ng and supervising the renovation and
conversion work on the property, and the managenent fees were
paid for their services in assisting the property’s condom ni um
associ ati on manage the property follow ng the property’s
conver si on.

After successfully engaging in his first condom ni um
conversion project in Illinois in 1978 known as Mon Lake
Village, Frey consulted with Kanter to obtain tax advice in
connection wth that project. Kanter was not involved as an
i nvestor or partner in the Mon Lake Village project. Frey,

Transcr. at 662-663. During their neeting or shortly thereafter,
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Frey and Kanter discussed Frey’'s pressing need to raise capital
for future condom ni um conversion projects. At that tine, a
condom ni um conversi on craze was occurring in a nunber of major
nmetropol i tan areas throughout the country, and Frey was faced
with having to raise | arge anounts of capital to acquire and
convert apartnent building properties in which he and ot her
conpeting condom nium converters were interested. Although Frey
generally could obtain financing froma bank for nost of a
condom ni um conversion project’s cost, the bank typically would
require Frey and other investors to have a substantial investnent
in the project. Kanter indicated that he could help raise | arge
portions of the capital that Frey needed for such condom ni um
conversion projects. However, Kanter stated, in return for
such assi stance, he woul d have to receive a share of any
devel opnent and nanagenent fees that Frey earned from such
proj ects.

Kanter made it clear to Frey that he would bring additional

investors and capital to Frey’'s projects only if Frey agreed to

0 The STJ report included statenents in this sentence and
the next that “Kanter and/or entities associated with hinf could
provi de assistance to Frey in raising capital. As discussed in
the text that follows, Frey was relying solely on Kanter to raise
capital for his condom nium conversion projects. Frey, Transcr.
at 666-674. Aside fromlimted partner investnents di scussed
bel ow, there is no evidence that anyone acting on behalf of a
Kanter-related entity, such as I RA or THC, provided any
assi stance or services to Frey.
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pay Kanter a share of the fees that Frey earned for a given
project. Kanter told Frey: “lI want to be on the sane basis as
you. \Whatever fees you participate in, | don't want you to have
an edge; if | amgoing to bring capital in and add value to these
partnerships, | don't want anyone to have an edge and | want to
participate in those fees.” Frey, Transcr. at 671. Frey

acknow edged that Kanter “had a role of nore than just a passive
investor. H s role was bringing in capital into the venture.”
Frey, Transcr. at 668.

Beginning in 1979-80 wth Frey's second and third
condom ni um conver si on projects known as Lakewood and 535 North
M chi gan Ave., respectively, entities associated with Kanter
invested, as limted partners, in a nunber of Frey’'s condom ni um
conversion projects. The entities associated with Kanter that
invested in these condom ni um projects included Zeus Ventures,
Inc. (Zeus), a subsidiary of IRA and Zion Ventures, Inc. (Zion),
a subsidiary of THC. Follow ng through on his oral agreenent
with Frey, Kanter also brought other investors and capital to the
Lakewood and 535 North M chigan Ave. projects.® Frey, Transcr.

at 663-674; Wl d, Transcr. at 2880. Kanter brought in the Mrnon

5t In Novenber 1979, D.M Interstate Managenent, Inc.
entered into an agreenent to manage the Lakewood condom ni um
property. Exh. 223, app. A pt. Il, iteml11
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Trust as a major investor in the 535 North M chigan Ave. project.
Frey, Transcr. at 666, 673.

In return for Kanter’s bringing investors and capital to the
Lakewood and 535 North M chigan Ave. projects, Frey paid Kanter
10 to 20 percent of the devel opnment and managenent fees Frey
earned on those projects. Frey, Transcr. at 665-668; Wld,
Transcr. at 2865. Frey remtted these paynents to Kanter-rel ated
entities as directed by Kanter. Frey, Transcr. at 674; Wl d,
Transcr. at 2861. At the sane tinme, Zeus and Zion received
normal profits interests as limted partner investors in these
projects. Frey, Transcr. at 666.

Prudential was not involved in either the Lakewood or the
535 North M chigan Avenue conversion projects. Frey, Transcr. at
663-677.

The first condom ni um conversion project that Frey undertook
i nvol ving Prudential was in connection with a 1,000 unit
t ownhouse apartnent conplex called Village of Kings Creek at
Mam , Florida. In late 1979 or early 1980, Frey approached a
Prudenti al real estate departnent executive working in
Prudential’s Mam, Florida, regional office about purchasing the
Village of Kings Creek apartnent conplex. The apartnent conpl ex
was owned by a pension fund managed by Prudential. Frey offered

to purchase the apartnent conplex for a cash price of about $20
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mllion. He also advised the Prudential executive that another
i nsurance conpany, Connecticut Mitual Life Insurance Co., would
be joining Frey in purchasing the property. Prudential had
al ready considered selling the apartnent conplex, and Frey’'s $20
mllion offer for the property significantly exceeded the
property’s apprai sed nmarket val ue.

The Prudential executive consulted with Ballard about Frey’'s
offer. Ballard advised the executive that Prudential, acting on
t he pension fund's behalf, should accept the offer, as Ballard
felt that Prudential’s refusal of such an offer m ght constitute
a breach of fiduciary duty as investnent manager of the pension
f und.

In 1980, Prudential sold the Village of Kings Creek
apartnent conplex to a limted partnership Frey organi zed to
undertake conversion of the property to condom niunms. Zeus and
Zion participated as limted partners in this partnership,
contributing $100, 000 and $108, 014, respectively, to the Village
of Kings Creek partnership. Exh. 5800. Kanter also brought in
anot her investor, First Illinois Enterprises, that made a
substantial investnent in the project. Wld, Transcr. at 2854.

During the Village of Kings Creek conversion process,
Ballard visited the property “to see what was goi ng on down

there”, and he net Wl d. Ballard, Transcr. at 178. During this
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sanme period, Kanter introduced Frey to Ballard at Prudential’s
headquarters in Newark. Ballard, Transcr. at 173-175.

The Village of Kings Creek condom ni um conversion project
was successful. The Village of Kings Creek partnership nade a
distribution to its partners to cover the partners’ share of tax
l[tabilities. Wld, Transcr. at 2854-2855. In addition, Kanter
recei ved a share of devel opnent fees earned on the project by way
of checks nmade payable to THC. Exh. 457; Wl d, Transcr. at 2855,
2860-2861. Wbl d believed Kanter directed that the checks should
be witten to THC. Wl d, Transcr. at 2861.

Foll owi ng Frey's success with the Village of Kings Creek
project, the Mam regional office Prudential executive who Frey
had dealt with in purchasing that property approached Frey about
acquiring another Prudential apartnent property in Florida.
Beginning wwth this property, Prudential ultimtely participated
in a nunber of successful condom ni um conversion projects with
Frey. However, many, if not alnost all, of these projects that
Frey and Prudential undertook were joint ventures. Entities
associated with Kanter, including Zeus and Zion, also were
investors in a nunber of these joint venture condom ni um
conversion projects of Frey and Prudenti al .

Frey did not have to raise as nmuch capital to engage in

these joint venture projects with Prudential, as Prudenti al
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al ready owned the apartnent property to be converted and sold to
i ndi vi dual condom niumunit owners. Rather than Prudential’s
selling an apartnent property to Frey and other investors,
Prudential elected to participate as co-owner in a joint venture
to convert and sell the property as condom niumunits.

Prudential would contribute the property and receive (1) al
initial condom niumunit sale proceeds up to a specified anpunt
based, in large part, on the property's appraised fair narket
value as a rental property, and (2) 50 percent of all other unit
sal e proceeds above the initial specified anount. Frey and ot her
investors would usually forma |imted partnership and were
responsi bl e for renovating and converting the property and
selling the condom niumunits. The |[imted partnership that

i ncluded Frey and other investors received the other 50-percent
share of all unit sales proceeds above initial specified anount
of the sales proceeds. Frey and/or an entity owned by himal so
earned devel opnent and managenment fees fromthe project.

Frey/ Prudential joint venture projects included condom ni um
conversions known as The G eens, Chatham Calais, Valleybrook,
and O d Forge. Frey, Transcr. at 677; Wl d, Transcr. at 2868.
Prudential and BJF, Inc., entered into a series of consulting
agreenents with regard to these projects between August 1, 1981,

and Decenber 1981. Exh. 223, app. A pt. IIl, itens 13, 16, 19;
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Exhs. 221, 5814. Kanter received a share of devel opment fees in
connection wth each of the Prudential joint venture condom nium
conversion projects |listed above through checks nmade payable to
Zeus. Exh. 457; wld, Transcr. at 2868-2870.

Kanter (through paynments to Zeus) al so received a share of
the fees Frey earned with respect to a Prudential condom ni um
proj ect known as Gal axy Towers, a building that Lisle’'s PIC
Real ty had constructed. Exh. 457, at 2, 4, 8; Exh. 2030, at 25.
Al t hough Prudential converted the Gal axy Towers to condom ni uns
on its own, Prudential hired Frey to serve as a consultant for
the conversion and to begin a marketing plan to sell the
condom niuns. Frey, Transcr. at 684-685. In exchange for these
services, Frey' s conpany received consulting fees. 1d. In
January 1982, Prudential and BJF, Inc., executed a consulting
agreenent regarding the Galaxy Towers. Exh. 223, app. A pt. Il
at 8, No. 22.

In the interim on Cctober 12, 1981, the existing agreenent
that Frey had to share devel opnment and managenent fees with

Kanter was formalized in two separate witten agreenents.% One

52 The statenent in the STJ report that Frey agreed to
share his fees with “Kanter and/or entities associated with
Kanter” is manifestly unreasonable. Frey agreed to share fees
with Kanter, and Frey entered into the participation agreenents
and remtted paynents to Kanter-related entities only because
Kanter directed himto do so. Frey, Transcr. at 671-674.
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agreenent was between BJF, Inc., and |IRA' s subsidiary, Zeus, and
t he ot her agreenent was between BJF, Inc., and THC. These
witten agreenents covered projects in which Prudential apartnent
properties were being converted, as well as other projects not
i nvol ving Prudential’s apartnment properties.

a. The Frey/ THC Agr eenent

On Cctober 12, 1981, Frey sent a participation agreenent to
Kanter, as president of THC, regarding THC s “Participation in
Condom ni um Conver si ons” which provided, in part:

As requested, we are witing to confirmour prior
agreenent regarding the participation by us and our
affiliates in capital contributions, profits and | osses and
Devel opers’ Fees (excl udi ng Devel opers’ Fees in condom ni um
conversions of properties of or for The Prudential I|nsurance
Conmpany of Anerica and excluding | egal, managenent or any
ot her fees, which shall be retained by the recipients) in
condom ni um conver si ons of properties.

The properties [sic] of this |etter agreenent
shall apply in the case of condom ni um conversi ons of
t hose properties |isted bel ow and any ot her condom ni um
conversions in which we agree to participate. Each of
us may termnate this agreenent at any tinme on forty-
five (45) days or nore prior witten notice. The
term nation, however, shall be effective only with
respect to new condom ni um conversions (i.e.,
conversions of properties not under discussion between
us or otherwi se in process on the |ast day of the
forty-five (45) day period).

The participation in capital contributions and profits
and | osses shall be as follows:

The Hol di ng Conpany, a Del aware corporati on,
its nom nees and/or affiliates--(“THC") 33%
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Bruce J. Frey and his nom nee and/ or
affiliates--("BJF") 67%

The participation in Devel opers’ Fees shall commence with
respect to fees received after Cctober 1, 1981, and shal
be as foll ows:

THC 5%
BJF 95%
100%

As used herein, the terns capital contributions,
profits and | osses and Devel opers’ Fees refer to those
itens allocated or allocable to us and our affiliates.

The properties presently subject to this letter

agreenent are those properties which we are converting

as consultant to the Prudential Insurance Conpany of

Anmerica. As you know, we are, of course, also

participating as partners in various other condom ni um

conversions (e.g. 535 N. Mchigan Ave. Condom ni um

Lake Howel | Condom nium etc.), but our agreenents in

those instances are subject to the terns of various

[imted partnership agreenents. [Exh. 222.]
In sum the Frey/ THC agreenent provided that, as to condom ni um
conversion projects involving Prudential properties, and any
future condom ni um conversi on projects not involving Prudential,
properties, THC and Frey would participate in capital
contributions and profits and | osses as 33-percent and 67-percent
partners, respectively. In addition, after October 1, 1981, THC

woul d receive 5 percent of any devel opnent fees derived from any

condom ni um conversion projects not involving Prudential properties.
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b. The Frey/Zeus Agreenent

On Cctober 12, 1981, Frey sent a participation agreenent to
Meyers (as president of Zeus, |IRA s subsidiary) regarding
“Participation in Proceeds on Prudential Conversions” which
provided, in part:

As requested, we are witing to confirmour prior
agreenent regarding the participation in the anounts
realized or to be realized on the condom ni um conversi on of
properties of or for The Prudential |nsurance Conpany of
America (“Prudential ™).

The ternms of this letter agreenent shall apply
wth respect to all conversions of Prudenti al
properties heretofore and hereafter.

As used in this letter agreenent, the term “anounts
realized” includes all anmobunts to be received by the
converter as Devel opers’ Fees and shares of assigned profits
but excl udi ng any managenent or other fees (which shall be
retai ned by the Manager).

* * * * * * *

O the anpbunts received as a Devel opers’ Fee on
Prudential conversions, BJF (or its counterpart in any
future conversion) shall retain 75% of the anount received
in reinbursenent for any costs and expenses paid or incurred
by it. BJF shall retain this 75% anmount wi thout regard to
the actual amount of its costs and expenses and w t hout any
need to account for the sanme. O the remaining 25% BJF
SHALL RETAI N 80% and shall distribute the remaining 20%to
you.

O the anpbunts received as shares of assigned
profits, BJF shall distribute 20%to you and retain the
bal ance. BJF shall retain anmounts under this letter
agreenent for itself and for distributionto its
affiliates in such percentages as they have agreed.

BJF shall make all distributions to you not |ater than
30 days after the date of this letter or receipt from



-103-

Prudential of the Devel opers’ Fees and assigned profits (as
the case may be). [Exh. 221.]

In sum the Frey/Zeus agreenent provided that Frey would pay to
Zeus (1) the equivalent of 5 percent (20% x 25% of devel opnent
fees earned on Prudential condom ni um conversion projects, and
(2) 20 percent of *“assigned profits” on Prudential condom nium
conversion projects excluding any nanagenent fees. The Frey/ Zeus
agreenent stated that the term*®“assigned profits” was intended to
cover all conpensation paid to BJF, Inc., by Prudential under
certain condom ni um conversion consulting agreenents (citing as
an exanple a BJF/ Prudential consulting agreenent on a project
known as O d Forge). |I|d.

The Frey/Zeus participation agreenent formalized Frey' s and
Kanter’s prior oral agreenent to share devel opnent fees and
extended that agreenent to cover assigned profits on Prudenti al
proj ects.

Consistent with Frey’'s oral agreenent with Kanter, as
subsequently formalized in the Frey/ THC agreenent and the
Frey/ Zeus agreenent, BJF, Inc., remtted nonthly, and | ater
quarterly, paynents to Kanter during the period Decenber 1981 to
|ate 1984, representing THC s and Zeus’' s shares of devel opnent
fees and assigned profits arising from condom ni um conver si on

projects at Village of Kings Creek, Calais, Chatham and
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Val | eybrook. Exhs. 224, 225, 228 (checks witten against a D.M
| nt er st at e Managenent, |nc. account).

Aletter to Kanter fromBJF, Inc., dated October 31, 1983,
stated in pertinent part:

Dear M. Kanter:

Pl ease find encl osed our check #8135 for $15, 000. 00.

This represents your 5% participation of our

$300, 000. 00 incentive fees received fromPrudential for

50% of units closed at Cal ais, Chatham and Val | eybr ook.

[ Exh. 225.]
The acconpanyi ng check, made payable to Kanter, was | ater voided
and a repl acenent check was issued to Zeus. Exh. 229; Exh. 456

at 16; Busse, Transcr. at 735-736.

C. BJF Partnership

As previously nentioned, in June 1984, BJF Partnership was
formed. Exh. 223. The partnership agreenent provided that THC
was entitled to 13.125 percent of the partnership s cash
di stributions, but THC was obliged to remt 17.5 percent of the
partnership’s capital contributions. [d. at 12; Exh. 5802.
Article Il of the partnership agreenent recited that the partners
assigned or transferred to the partnership the itens specified in
part Il of appendix A Exh. 223, at 8. Part Il of appendix A of
the partnership agreenent listed 24 itens transferred to the
partnership including (1) various managenent and consulting

agreenents between BJF, Inc., and Prudential related to
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condom ni um conversion projects at Calais, Chatham Vall eybrook
and Gal axy Towers, and (2) “Two Participation Agreenents with
Burton J. Kanter regarding certain condom ni um conversi ons.
These agreenents have been termnated with respect to new
conversions.” Exh. 223, app. A, pt. Il, at 5-8. The BJF
Part nershi p agreenent included representation and warranty
cl auses under which Kanter stated that (1) he did not need any
consent, authorization, or approval to contribute the
participation agreenents to the partnership, (2) the term nations
of the participation agreenents were valid, binding, and
effective, and (3) THC is a corporation owned by a trust all the
beneficiaries of which are Kanter famly nenbers. 1d. at 65, 70,
par. 8.4(c).

THC did not make any direct cash contributions to BJF
Partnership when it acquired its limted partnership interest. A
June 20, 1984, letter to Kanter froma law firminvolved in the
matter indicated (1) THC was obliged to nake a $29, 913 cash
contribution to the partnership, (2) THC owed $86,789 to FWD for
maki ng cash equi val ent contributions on THC s behalf, and (3) THC
shoul d i ssue a secured note to FWD in the anount of $88, 387 for
contributing other assets to the partnership’s capital on THC s
behal f. Exh. 5802. On Decenber 31, 1984, however, TSG Hol di ngs

purchased additional interests in BJF Partnership from THC and
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the other partners. Exhs. 5804, 5806, 5808. THC s share of the
paynents nade by TSG Hol di ngs total ed $241, 951, and THC actual ly
recei ved $197, 757 of that amount (with $44,194 havi ng been
remtted to Frey in repaynent of a portion of the anount that
Frey had contributed to the partnership on THC s behal f.) Exhs.
5809, 5811.

During the period Cctober 1984 to July 1987, BJF
Part nership i ssued separate checks to THC representing (1) shares
of devel opnent fees for Village of Kings Creek, and (2)
partnership distributions attributable to its I[imted partnership
interests. Exhs. 226, 457. During the sanme period, BJF
Part nershi p i ssued checks to Zeus representing (1) shares of
devel opnent fees and incentive paynents attributable to
Prudential condom ni um conversion projects at Gal axy Towers,
Cal ai s, Chatham and Vall eybrook. Exhs. 227, 457.

d. Summmary of Frey Paynents to Zeus

During 1980 through 1985, Frey (through BJF, Inc., and BJF
Partnership) paid to | RA"s subsidiary, Zeus, the anounts set

forth in the follow ng table. >

% For a nore detail ed breakdown of the paynments from Frey
to Zeus, see app. 1 to this report.
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Tabl e 3
Year Anmpunt Exhi bits
1980 $127, 372 Exh. 12, stnts. 7 and 25, at 7,
Kuck, Transcr. at 3371-3373
1981 105, 764 Exh. 14, at 7, |l. 2, 6, 7;

Exhs. 5814, 5817;
Kuck, Transcr. at 3378-3384

1982 538, 781 Exh. 17, at 16, |. 4; Kuck,
Transcr. at 3409

1983 110, 125 Exhs. 18, 224, 456, 5815, 5818

1984 103, 500 Exhs. 19, 225, 456, 457, 5819

1985 128, 763 Exhs. 20, 457

Tot al 1, 114, 305

e. Summary of Frey Paynents to THC

During 1981 to 1987, Frey (through BJF, Inc., and BJF

Partnership) paid to THC the anbunts set forth in the foll ow ng

t abl e.
Tabl e 4
Year Anpunt Exhi bits
1981 $80, 616 5814, 5817
1982 - - -—
1983 16, 200 14, 224, 5815
1984 113, 827 224-226
1985 256, 557 226, 5810, 5811
1986 -- -—
1987 33,570 226
Tot al 500, 770

3. Paynents From WIlliam Schaffel to I|RA From 1979 Thr ough
1983 and to THC From 1984 Through 1986 (STJ report at
42- 46)

Wl liam Schaffel (Schaffel) was a nortgage broker. 1In the
summer of 1979, Kanter, who was in New York Cty on other

unr el at ed busi ness, contacted Schaffel and indicated he had a
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busi ness proposition to present to him Before this phone cal
fromKanter, Schaffel had never net Kanter in person, and he had
spoken to Kanter only once on the phone several years earlier.
Schaffel, Transcr. at 379-380. Kanter invited Schaffel to neet
for further discussions over dinner at a New York City
restaurant. He further told Schaffel that Ballard and Lisle, two
friends of Kanter, would also be joining themfor dinner.
Schaffel accepted Kanter’s invitation. 1In addition to |earning
nmore about the potential business opportunity that Kanter had
mentioned, Schaffel was eager to neet and socialize with Ballard
and Lisle, as he knew that they were senior Prudential real
est ate executi ves.

During the dinner, no business involving Prudential was
di scussed by Kanter, Ballard, Lisle, and Schaffel. Al though
Prudential business may not have been di scussed at the dinner,
Li sle recogni zed that Kanter’s notivation for arranging the
di nner was to see whether Schaffel m ght be able to do business
with Prudential in the future. Exh. 2030, at 24. During the
di nner, Kanter asked whether Schaffel would be interested in
arranging the financing for a casino hotel to be built in
Atlantic Gty, New Jersey. Prudential was not involved in the
casino project. Wen Schaffel expressed interest, Kanter told

Schaffel that, in return for Kanter’'s assi stance to Schaffel in
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obtaining the contract to do the casino’ s financing, Kanter would
have to receive 50 percent of Schaffel’s fees on the project.>®

Al though the Atlantic Gty casino project fell through,

Schaf fel subsequently had substantial business dealings with
Prudential on behalf of certain individuals he represented.

These busi ness dealings included construction contracts that he
hel ped obtain for Torcon, Inc. (Torcon), and financing for a
nunber of |large commercial real estate properties being devel oped
by WlliamWalters (Walters), a real estate devel oper in Denver,
Col or ado.

After the dinner neeting wth Kanter, Ballard, and Lisle,
Schaffel agreed to split with Kanter any brokerage fees that he
m ght earn on Prudential-related transactions. Schaffel,

Transcr. at 384-386. However, to protect his interests as a real
estate broker, Schaffel insisted that Kanter’s share of those
fees be paid to an individual or entity wwth a real estate
broker’s license. Schaffel, Transcr. at 393. Kanter in turn
directed Schaffel to make the paynents to I RA, which held a
corporate real estate broker’s license through Schott, IRA' s

president at the tine. 1d.; Schott, Transcr. at 2119; Exh. 4022.

% The reference in the STJ report to “Kanter and/or an
entity associated with Kanter” is manifestly unreasonabl e.
Schaffel’s testinony regardi ng the proposed casino project was
that Kanter hinself expected to share in any fees that Schaffel
m ght earn on the deal. Schaffel, Transcr. at 383-386.
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As discussed in detail below, between 1979 and 1983,
Schaffel shared with IRA fees from business deals with
Prudential. Some of the fees Schaffel and | RA shared were
Prudential deals that took place after Ballard and Lisle had |eft
Prudenti al .

a. Sale of IBMBuilding

Shortly after the dinner neeting described above, Schaffel
participated as a real estate broker in a transaction invol ving
Prudential’s purchase of IBM Inc.’s headquarters building in
Lexi ngt on, Kentucky. Schaffel, Transcr. at 390. Transatlantic
Group, a real estate brokerage based in Gernmany, approached
Schaffel and inquired whether Prudential mght be interested in
purchasing the property. 1d. Schaffel then arranged a neeting
anong hinself, Transatlantic Goup, and Ballard at Prudential’s
headquarters in Newark. [d. After the neeting with Ballard, the
matter was referred to Prudential’s field office in Kentucky for
closing on Prudential’s purchase of the property. 1d. Schaffel
split the brokerage fee on the transaction with Transatlantic
and then split his share of the fee with Kanter. [d. at 390-391.

b. Torcon Transactions Wth Prudenti al

Prior to 1979, Schaffel rented office space from Benedi ct
Torcivia (Torcivia), the sole sharehol der of Torcon, which was

t hen perhaps the | argest general contracting conpany in New
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Jersey. On or about July 24, 1979, Torcivia agreed to pay M.
Schaffel a 1-percent fee for any construction work that Schaffel
was “able to help Torcon obtain.” Exh. 185; Torcivia, Transcr.
at 361-362. On August 2, 1979, in connection with the Torcivia
agreenent, Schaffel signed an agreenent with | RA which stated:
The purpose of this letter is to confirmthat |

will pay to you fifty (50% percent of any fees

received by me with respect to construction jobs

obtained for Torcon, Inc. in which | determ ne that you

or your associ ates have been instrunental or hel pful.

My arrangenment with Torcon, Inc. concluded with your

concurrence that said Conpany will pay to me one (1%

percent based on the gross anount of the contract price

of any such construction job. [Exh. 186].
As previously discussed, Schaffel entered into this agreenent
with IRA only because Kanter identified |RA as an entity that
held a corporate real estate brokerage |icense, which appeased
Schaffel’ s concerns about sharing brokerage fees with soneone
other than a licensed real estate broker.

After 1979, Torcon was awarded Prudential construction
contracts referred to as the Parsippany Busi ness Canpus,
Parsi ppany Hilton Hotel, Gateway O fice Conplex, and Princeton
I nterplex Conplex. Torcivia, Transcr. at 362. Torcivia net

Lisle at the groundbreaking for the Parsippany Hilton Hotel in

1980. Torcivia, Transcr. at 363-364.
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c. Wlters's Transactions Wth Prudenti al

Walters was a comrerci al real estate devel oper who di d nost
of his business in Colorado and Texas. Wilters, Transcr. at 314-
315. On Cctober 19, 1981, Walters and Schaffel entered into two
witten agreenents which provided that Schaffel would receive
fees ranging from1.75 to .875 percent of the aggregate permanent
financing that Walters received from Prudential with regard to
conpl eted devel opnent projects referred to as the Ranmada
Renai ssance and Cherry Creek Place Il. Exh. 189 (Ramada
Renai ssance); Exh. 190 (Cherry Creek Place I1). The agreenents
i ncl uded an acknow edgnent that Prudential provided the financing
primarily as a result of Schaffel’s efforts. 1d. Before
finalizing these transactions, Walters net with Ballard at
Prudential’s Newark headquarters. Walters, Transcr. at 317-319.

On Novenber 5, 1981, Barbara D Lanciano sent a letter to
Schaffel, on behalf of IRA regarding the Ranada Renai ssance and
Cherry Creek Place Il devel opnment projects, which stated: “this
letter will serve as your notification and restatenent of our
arrangenment wherein * * * [IRA], as your broker, is to receive
one-hal f of the financing fee due you.” Exh. 471. Prudenti al
committed to provide $17 nmillion and $15.6 mllion in financing
for the Ramada Renai ssance and Cherry Creek Place Il projects,

respectively. Exhs. 189, 190.
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d. Wilters's Transactions Wth Travel ers

Lisle left Prudential in April 1982 and thereafter was
enpl oyed at Travelers until April 1988. Exh. 2030, at 1.
Schaffel eventually had substantial business dealings with
Travel ers on behal f of individuals he represented. A nunber of
t hese busi ness deals involved Travel ers’ financing of various
real estate projects at Denver, Col orado, being devel oped by
Walters. Shortly after Lisle began working at Travel ers,
Schaffel met and renewed his acquai ntance with Lisle, and they
resunmed the business relationship relating to real estate
devel opnent financing they had established at Prudenti al.
Schaffel, Transcr. at 394-395.

On Decenber 12, 1982, Walters and Schaffel entered into two
witten agreenents which provided that Schaffel would receive
fees of 1 percent of the aggregate financing that Walters
obtained from Travelers wth regard to devel opnent projects
referred to as Cherry Creek National Bank and Stanford Place |1
Exh. 195 (Cherry Creek National Bank); Exh. 196 (Stanford Pl ace
I1). The Walters/ Schaffel fee agreenent pertaining to Cherry
Creek National Bank was printed on Kanter & Ei senberg | aw
partnership letterhead. Exh. 195.

I n Novenber 1983, Walters and Schaffel entered into four

additional witten fee agreenents which provided that Schaffel
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woul d receive a fee of 1 percent of the aggregate financing that
Wal ters obtained from Travelers with regard to four separate
devel opnent projects. Exh. 193 (17th & Market Plaza); Exh. 197
(Orchard Place VIII1); Exh. 198 (Orchard Place VI1); Exh. 199
(Cherry Creek Building Il1l). The record reflects that Lisle
personal |y approved Travel ers financing for several of these
devel opnent projects. Exhs. 990, 993, 995.

By check dated Novenmber 9, 1983, Schaffel paid $213,750 to
| RA representing 50 percent of the fees that Schaffel earned on
the Stanford Place Il project.® Exh. 204, at 2. After the
Stanford Place Il paynent, however, Schaffel stopped paying |IRA
on Travel ers transactions, and a dispute with Kanter foll owed.

Sonetinme during 1984, Kanter contacted Schaffel and inquired
why | RA was not receiving 50-percent of Schaffel’s fees on
Travel ers deals. Schaffel took the position that the August 2,
1979, agreenent between hinself and IRA did not apply to deals
with Travel ers because Lisle had |left Prudential. Schaffel was
concerned that the terns of his agreenment with I RA were too
conprehensi ve and costly. Schaffel explained: “Bob [Lisle] had

moved on to Travelers and O aude [Ball ard] had noved on to

% Thus, the recommended finding of fact in the STJ report,
at 44, that Schaffel initially did not share with I RA the fees he
earned on business deals with Travelers is incorrect as to the
fee fromthe Stanford Place Il project.
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ol dman Sachs and | was no nore dealing with The Prudential.”
Schaffel, Transcr. at 395. However, Kanter disagreed and
mai nt ai ned the August 2, 1979, agreenent continued to apply.
In a letter dated August 28, 1984, to Schaffel, Kanter
stated, in pertinent part:

| am bothered by your failure to respect what |
woul d have considered the essential intent of the
agreenent you entered into vis-a-vis the
i ntroduction of you to Prudential and the arrangenent
under which you woul d share the benefits of that
introduction in connection with real estate
transactions fromwhich you were able to earn
comm ssions, as well as the other construction
contracts won by Ben.

| appreciate that there may be sone techni cal
difficulty wiwth the previous agreenents as to whet her
they extend in the new circunstances to Travel ers.
However, in ny view Travel ers has replaced Prudenti al
as a principal source of transactions because of the
very personnel to whomyou were first introduced.
Accordingly, I aminclined to believe that the
arrangenent shoul d have been conti nued.

Kanter’s letter reveals that he believed Schaffel was obliged to
remt paynents to IRAif Schaffel obtained any business from
Ball ard or Lisle wherever they m ght be enployed. Exh. 200.

Li sl e al so discussed with Schaffel the dispute between

Schaf fel and Kanter.® Although Lisle indicated that he did not

%6 The recommended findings of fact adopted fromthe STJ
report relating to Schaffel’s discussions with Lisle are drawn
solely from Schaffel’s testinony on the subject. Schaffel
Transcr. at 396. Lisle stated that he had no recollection of any
contacts from Schaffel or Kanter regarding the fee dispute

(continued. . .)
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care about any arrangenent between Schaffel and Kanter and did
not want to becone involved in their apparent dispute, Lisle
expressed concern about a possible |awsuit being brought, and
such a lawsuit m ght cause sone difficulty for Lisle at
Travel ers.

Schaffel and Kanter eventually settled the dispute by
agreeing that (1) Schaffel was obliged to share fees with Kanter
only if he did business with Travelers, and (2) those fees woul d
be remtted to a new Kanter-related entity, THC. From 1984
t hrough 1986, pursuant to the agreenent, Schaffel paid a share of
his fees on business deals with Travelers to THC. Schaffel,
Transcr. at 396-399; Exh. 203; Exh. 206, at 1. The record does
not reflect the identity of the THC officer who held a real
estate broker’s |icense.

e. Schaffel’'s Paynents to | RA and THC

From 1979 to 1983, Schaffel paid $1,184,876 to Kanter (by
checks nade payable to I RA) representing 50 percent of the
fees Schaffel received for (1) arranging Prudential construction
contacts for Torcon, and (2) obtaining Prudential financing for

Walters’s projects, as set forth in the follow ng table.

56(...continued)
descri bed above. Exh. 2030, at 21, 23.
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Table 5

Anmpunt Exhi bits

$100, 000 204, at 2; 10, at 15, |. 10
244 920 12, at 25, statenment 35
361, 525 14, at 6; Kuck, Transcr.

at 3375-3377

447, 450 17, at 16 “general fee”

30,981 204, at 1

1, 184, 876
From 1983 to 1986, Schaffel paid $2,977,250 to Kanter (by
checks nade payable to | RA and THC) representing 50 percent of
the fees that Schaffel received for obtaining Travelers financing

for Walters's projects, as set forth in the follow ng table.

Table 6

Dat e Walters’s Project I RA THC Exhi bi t
11-9-83 Stanford Place |1 $213, 750 -- 204, at 2
10-30-84 Orchard Place VI - - $85, 000 206, at 1
10-30-84 Orchard Assoc. |11 - - 15, 000 206, at 2
10-30-84 17th & Market Assoc. - - 300, 000 206, at 3
12-10-84 Stanford Corp. Ctr. -- 200, 000 206, at 4
1-23-85 Stanford Corp. Cir. -- 60, 000 206, at 5
9-3-85 Connecticut Pl aza -- 1, 100, 000 206, at 6
4-21-86 Stanford Corp. Place -- 440, 000 206, at 7
11-19-86 Boston Buil ding - - 123, 500 206, at 8
12-8-86 Travelers Train. Ctr. - - 440, 000 208, at 3

Tot al 213,750 2,763,500

Schaffel, Transcr. at 416-417, 422; Petitioners’ Reply Brief at
314.

There is no evidence in the record that anyone representing
or acting on behalf of IRA or THC was “instrunental or hel pful”

in obtaining financing from Prudential or Travelers for Walters’'s
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devel opnent projects or in arranging Prudential construction
contracts for Torcon.

f. Four Ponds, FPC Subventure, and One Ri ver Partnerships

Kanter and Lisle invested in two real estate devel opnent
projects that Schaffel and Torcivia were instrunental in
organi zi ng. Each devel opnent project was undertaken by a limted
partnership. One project was through the One Ri ver Associ ates
Linmted Partnership (One River Partnership); the other project
was through the Four Ponds Associates Limted Partnership (Four
Ponds Part ner shi p).

(1). Four Ponds Partnership

On or about March 21, 1980, Torcivia and Schaffel, as
general partners, along with Kanter and other |imted partners,
formed the Four Ponds Partnership. Exh. 187. Four Ponds
Partnership was fornmed to acquire real estate located in
M ddl et omn, New Jersey, and to construct an office building on
the property. 1d.; Schaffel, Transcr. at 402-404. Torcivia and
Schaffel each acquired a 30-percent general partnership interest
i n Four Ponds Partnership, and Kanter acquired an 8-percent
limted partnership interest. Exh. 213; Torcivia, Transcr. at
369-370; Exh. 9093; Exh. 187, par. 3.1. Lisle was not a direct

partner in Four Ponds Partnership. Exh. 187.
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(1i). FEPC Subventure Partnership

On January 1, 1981, the FPC Subventure Partnership was

formed. Exh. 188. The partners of FPC Subventure Partnership

wer e:
Per cent age
Part ner | nt er est

Robert Lisle 90.0
Evergl ades Trust |, Roger Baskes Trustee 1.8
Evergl ades Trust |11, Roger Baskes Trustee 1.8
Evergl ades Trust 111, Roger Baskes Trustee 1.8
Evergl ades Trust 1V, Roger Baskes Trustee 1.8
Ever gl ades Trust V, Roger Baskes Trustee 1.8
Burton W Kanter Revocable Trust, Burton 1.0
W Kanter, Trustee .
Tot al 100. 0

Exh. 188, at 1, 11; Exh. 9091. Although the partnership
agreenent for FPC Subventure Partnership called for Lisle to make
a $2,880 cash contribution to the partnership, Lisle did not
recall making a capital contribution, and he believed
(itncorrectly) that he nmade a small investnent directly in the
Four Ponds Partnership. Exh. 2030, at 33.

(1i1). One R ver Partnership

On Novenber 16, 1981, Torcivia and Schaffel, as general
partners, along with Kanter and other limted partners, forned
the One River Partnership. Exhs. 986, 211. One R ver
Partnership was formed to acquire real estate located in

M ddl et omn, New Jersey, and to construct an office building and
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hotel on the property. Exh. 986; Schaffel, Transcr. at 404-405.
Torcivia and Schaffel each acquired a 36-percent general
partnership interest in One R ver Partnership, and Kanter held an
8-percent |imted partnership interest. Exh. 986, sch. A Lisle
was not a direct partner in One River Partnership. 1d. Kanter
made a $2,000 capital contribution to One River Partnership. [d.

(iv). Meyers’s Menorandum Regardi ng Four Ponds Partnership

A “menorandumto file” (apparently prepared by Meyers),
dated April 14, 1982, stated that (1) although Kanter purportedly
acquired a limted partnership interest in Four Ponds Partnership
as a nom nee, Kanter reported partnership itens for Four Ponds
Partnership for the taxable year 1980 on his personal tax return,
(2) on January 1, 1981, Kanter (as nom nee) transferred his 8-
percent limted partnership interest in Four Ponds Partnership to
Lisle (90 percent) and the Evergl ades Trusts (10 percent);> (3)
Lisle issued a prom ssory note to Kanter for $2,880; (4) Lisle
and the Evergl ades Trusts formed the FPC Subventure Partnership;

(5) the 8-percent Four Ponds limted partnership interest

" Contrary to this statenment in the nmenorandum FPC
Subventure’s tax return for 1981 indicated the five Evergl ades
Trusts initially each acquired 1.8-percent |limted partnership
interests (for a total of 9 percent) and Kanter acquired a 1-
percent limted partnership interest. Exh. 9091. By 1982, FPC
Subventure’s tax returns indicated the five Evergl ades Trusts
each held 2-percent Iimted partnership interests. |[d.
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constituted a capital contribution to FPC Subventure Partnership,
and (6) Four Ponds Partnership nmade a $400, 000 cash distribution
to Kanter on April 5, 1982, and Kanter transferred the
distribution to FPC Subventure Partnership, which distributed
$355,500 to Lisle and $39,500 to the Evergl ades Trusts, |eaving
$5,000 in FPC Subventure Partnership’s account. Exh. 9093. %8

On May 3, 1982, Kanter wote a letter to Schaffel which
stated in pertinent part:

The purpose of this letter, as we discussed, is to

reflect the fact that | have been hol ding a partnership

interest in Four Ponds Center Associates in ny nane on

behal f of anot her partnership, known as FPC Subventure

Associ ates. There are two participants in that

partnership, trusts for the benefit of nenbers of ny

famly and associates. [Exh. 194.]
The letter also stated that the Four Ponds partnership agreenent
woul d not need to be nodified so |long as Kanter continued to hold
the partnership interest in his name. |d. Schaffel and Torcivia
were not aware Lisle was a partner in FPC Subventure Partnership.
Schaffel, Transcr. at 407; Torcivia, Transcr. at 371.

In 1982, Kanter transferred his 8-percent limted

partnership interest in One R ver Partnership to FPC Subventure

8 Contrary to this statenment in the nmenorandum FPC
Subventure’s tax return for 1982 indicated the partnership nmade a
cash distribution of $427,600, and a Schedule K-1, Partner’s
Share of Incone, Deductions, and Credits, issued to Lisle
i ndi cated he received $384,840 (or 90 percent) of that anount.
Exh. 9091
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Partnership in exchange for a prom ssory note of $2,000. Exh.
915.

(v). FEPC Subventure’s Tax Returns

During the years at issue, Kanter and Lisle reported their
di stributive shares of FPC Subventure s partnership itens of

i ncome, |oss, deduction, and credit.® Exhs. 125-134 (Kanter);

% On June 13, 1994, at the start of the trial in these
cases, respondent filed an anendnent to answer seeking increased
deficiencies and additions to tax for fraud. Included in
respondent’ s anmendnent to answer were allegations that Lisle was
not entitled to deduct |osses related to FPC Subventure
Part nershi p because he never made a capital contribution to the
partnership (and, thus he was not a partner in the partnership)
and/or Lisle was not “at risk” within the neani ng of sec. 465.
On June 13, 1994, Lisle filed a reply to respondent’s anmendnent
to answer. On July 26, 1994, Lisle filed a notion to strike
portions of respondent’s anmendnent to answer. Specifically,
Lisle noved to strike the portion of respondent’s anmendnent to
answer pertaining to FPC Subventure Partnership on the ground the
transaction “does not relate to ‘The Five’ in any way.” Lisle
further alleged that respondent’s attenpt to raise the FPC
Subventure Partnership issue anobunted to an attenpt to use the
trial as an ongoing audit. On July 28, 1994, respondent filed an
objection to petitioners’ notion to strike and all eged that FPC
Subventure Partnership was directly related to The Five as
denonstrated by Schaffel’s testinony during the first phase of
the trial

On July 28, 1994, the Court heard oral argunent regarding
Lisle’s notion to strike. Transcr. at 3060-3096. On July 28,
1994, Special Trial Judge Couvillion granted Lisle’ s notion to
strike insofar as respondent was seeking increased deficiencies
attri butable to FPC Subventure Partnership.

G ven that petitioners’ notion to strike was granted, the
FPC Subventure Partnership transactions will not increase the
anounts of Lisle’'s tax liabilities for the years remaining at
i ssue. Nevertheless, our review of the record reveals that FPC
Subventure Partnership is highly relevant to respondent’s theory
that Kanter, Ballard, and Lisle earned the paynents remtted by
(continued. . .)
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417-421 (Lisle). The record shows that Four Ponds Partnership
and One River Partnership (1) reported net |losses in 1981 to 1984
and 1987 to 1989 totaling $1,067,131, and (2) nade cash
distributions to its partners in 1981 to 1984 and 1987 to 1989
totaling $731,080. Respondent’s Opening Brief at 349-350, par.
1016, and Petitioners’ Reply Brief at 663-664; Exhs. 125-134
(Kanter); Exhs. 417-421 (Lisle); Exhs. 9090-9094 (FPC Subventure
Partnership tax returns and Schedul es K-1 for Four Ponds
Partnership and One R ver Partnership). Approxinmately 7 percent
of Four Ponds’ and One Rivers’ partnership | osses, described
above, flowed through to Lisle through FPC Subventure
Partnershi p. Exhs. 417-421.

Tax effects aside, during the period 1981 to 1989 Lisle
recei ved at |east $682,520 in cash distributions from FPC
Subvent ure Partnership.® Exhs. 9090-9094, 417-421.

Consequent |y, FPC Subventure Partnership served for Lisle the
dual purposes of (1) a tax shelter, and (2) a source of

substanti al cashfl ows.

(... continued)
The Five to IRA and THC. As discussed in additional findings of
fact in the text that follows, we are convinced Kanter used FPC
Subventure Partnership as a conduit to facilitate the transfer to
Lisle of his share of fees that Schaffel paid to THC on Travel ers
transacti ons.

60 FPC Subventure Partnership’s tax returns for 1985 and
1986 apparently were not nade part of the record.
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4. Schnitzer/PM5S Paynents From 1979 Through 1989 (STJ
report at 46-49)

During the 1960s and 1970s, Kenneth Schnitzer (Schnitzer)
was a nmajor real estate devel oper in the Houston, Texas, area.
Schnitzer nmet Ballard and Lisle at Prudential’s Houston regional
office in the late 1960s. Schnitzer, Transcr. at 2153.

In 1974, Century Devel opnent Corp. (Century), a subsidiary
of Century Corp., Schnitzer’s famly hol di ng conpany, acquired
for a price of $1.2 nmillion a small real estate nanagenent
conpany called Fletcher Enmerson Co., Inc., whose nanme shortly
thereafter was changed to Property Managenent Systens, |nc.
(PMS). Ross, Transcr. at 1213-1214.°% Previously, Schnitzer had
been involved in devel opi ng and managi ng high-rise office
bui |l di ngs through Century. By acquiring PVM5, Century expected to
diversify its operations and to secure a steady source of
earni ngs, because the real estate devel opnent business it also
engaged in typically was cyclical

When Century purchased PVM5 in 1974, the purchase price of
$1.2 mllion was based roughly on five tines PM5S s pretax
ear ni ngs of approximately $250,000. Ross, Transcr. at 1169,

1172; Schnitzer, Transcr. at 2149. Walter Ross (Ross) was a

61 Fl et cher Enerson was purchased by a subsidiary of
Century Devel opnent Corp. known as E.R K. Enterprises, Inc. Exh.
278, tab 6.
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C.P. A. and senior vice president of finance at Century when it
purchased PMs. Ross, Transcr. at 1166. In 1974, Ross becane
president of Century Corp. [Id. at 1165. According to Ross, it
was customary in the industry to base the purchase price of a
service corporation such as PM5 on a multiple of the firms
pretax income. |d. at 1172-1173.

Oiginally, PVMS s property managenent business was al nost
all in Texas, principally Houston and Dallas. PMs typically
managed office buil dings and other comercial real estate owned
by ot hers under property managenent contracts on a nonth-to-nonth
basis. As of the tinme of PM5's 1974 acquisition by Century,
al t hough Prudential was perhaps PMS s biggest custoner, PMS
managed a relatively small nunber of Prudential’s comercial rea
properties. Shortly after Century acquired PMS, Schnitzer
attenpted to expand substantially the size of PVMS' s property
managenent business, as PMS typically earned only a relatively
nodest profit margin on its individual property managenent
contracts. Schnitzer felt that the only way to i ncrease PVMS s
profits was having a |arge vol une of such managenent contracts.

To that end, in 1974, Schnitzer approached Ballard (who
Schnitzer had previously dealt with in devel oping office
bui l di ngs in Houston, Texas) and offered to have Century give

Prudential a 50-percent stock interest in PMS. Although
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Prudential would not be paying anything for the 50-percent PNMS
stock interest, Schnitzer hoped that this would result in
Prudential’s awarding PMS a | arge nunber of additional property
managenent contracts. Ballard infornmed his superiors at
Prudential of Schnitzer’s offer.

Initially, Prudential was interested in Schnitzer’s offer.
Schnitzer was invited to Prudential’s Newark, New Jersey,
corporate headquarters for further neetings and di scussions with
Prudential’s managenent. Schnitzer nmet with Prudential’s senior
executives and corporate headquarters staff, including
Prudential’s chairman, and with Donal d Knab (who headed
Prudential’s real estate departnment). Prudential was
particularly interested in standardizing the reports it received
on the operating results of its various commercial real
properties around the country. However, Prudential ultimtely
declined Schnitzer's offer, because of the substantial nunber of
pensi on plans whose real estate investnent accounts Prudenti al
managed. Prudential believed that having an ownership interest
in PM5 m ght be a potential conflict of interest and m ght
present problens under the pension | aws.

Al t hough Prudential declined Schnitzer’s offer, from 1974
through late 1977, PMS s property managenent business increased
substantially, wth Prudential being PVM5 s biggest custoner.

Pursuant to Schnitzer’s discussions with Prudential’s nmanagenent
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and corporate headquarters staff in 1974, PVMS standardized its
reports on the Prudential commercial real properties that PMS
managed. By 1977, PMS had expanded its property nanagenent
operations to other cities around the country, including Atlanta,
Ceorgi a; Los Angel es and San Francisco, California; Newark, New
Jersey; and Portland, Oregon.

Bal |l ard i ntroduced Schnitzer to Kanter at an U ban Land
Institute nmeeting in Hawaii in the md 1970s. Schnitzer,
Transcr. at 2161-2164. |In 1977, Schnitzer and Kanter discussed
Century’s possible sale of a 47.5-percent stock interest in PMS
to |RA.  Kanter indicated that, through Kanter’s busi ness
contacts, Kanter could obtain additional property managenent
business for PM5 with other parties, including possibly with the
Pritzker famly.®

I n Novenber 1977, Century sold a 47.5-percent stock interest
in PM5 to | RA for $150,000. The sale was nade subject to
Century’s right to apply PMS's profits first to servicing the

$1.1 million debt Century had incurred to purchase PM5 in 1974.

62 The statenent in the STJ report referring to “Kanter
and/or IRA” is manifestly unreasonable. Schnitzer testified that
Kant er suggested he coul d obtain additional business for PN
Schnitzer, Transcr. at 2167. There is no credible evidence that
anyone ot her than Kanter provided additional business
opportunities for Schnitzer/PNS.
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| RA paid $50,000 at closing and issued a prom ssory note to PMS
for the $100, 000 bal ance. Exhs. 240, 241; Ross, Transcr. at
1200.

Schnitzer conferred wwth Ballard before agreeing to sel
PM5S's common stock to IRA.  Schnitzer, Transcr. at 2166-2167.
Schnitzer was content to sell PMS commopn stock to IRA at a
bargain price in exchange for Kanter’s prom se to attenpt to use
hi s busi ness contacts, including his relationship with the
Pritzker famly, to obtain nore real estate nmanagenent contracts
for PM5. Schnitzer, Transcr. at 2167. Ross shared Schnitzer’s
view that PMS' s commpn stock was sold to IRA at a bargain price
in expectation that Kanter would use his many contacts to
generate business for PM5. Schnitzer, Transcr. at 2170-2171;
Ross, Transcr. at 1182, 1195, 1201.

Schnitzer and Ross were not relying on | RA, Schott, or
Wei sgal to generate additional business opportunities for PNS.
Schnitzer and Ross were relying solely on Kanter to obtain
addi tional business opportunities for PMS. Ross, Transcr. at
1195, 1201.

During the period 1976 to 1979, PMS obtained a grow ng
nunber of managenent contracts from Prudential. Schnitzer,
Transcr. at 2173. During the period 1976 to 1979, approximately

40 percent of PM5S' s revenue was derived from Prudential property
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managenent contracts. Exh. 977, at 10; Ross, Transcr. at 1188.
By the end of 1979, PM5' s revenues had tripled from 1974 when
Century bought PMs for $1.2 nmillion. Exh. 977, at 4; Exhs. 750,

964. PMS's gross incone from 1976 to 1980 was:

Year G oss | ncone Exhi bi t
1976 $3.4 mllion 5751

1977 4.3 mllion 278, tab 4
1978 6.0 mllion 963

1979 7.7 mllion 964

1980 9.6 mllion 965

PMS' s pretax earnings for 1976 through 1978 were $317, 615,
$451, 058, and $831, 828, respectively. Exh. 278, tab 14.

In March 1979, Kanter brought to Schnitzer’s attention a
potentially |large property managenent opportunity. Exhs. 259,
260. Nevertheless, in late March 1979, Schnitzer infornmed Kanter
he was di sappointed that Kanter had failed to produce the
addi ti onal property managenent business for PM5 that had been
expected. Schnitzer decided Century should purchase IRA s
47.5-percent PMS stock interest. Exh. 262. Kanter suggested he
m ght make a counteroffer to purchase Century’s remaini ng shares
in PM5. Exh. 263; Schnitzer, Transcr. at 2175. By letter dated
July 17, 1979, Kanter proposed that |RA would purchase PMS' s
remai ni ng shares for $3.1 mllion to be paid in installnments over
10 years. Exh. 268. On August 1, 1979, Schnitzer and Kanter

agreed that Century woul d purchase the PM5 stock held by I RA for
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a price of $3.1 nmllion, to be paid to | RA over 10 years with
interest. Exh. 270.

I n February 1989, Kanter wote to Ross and inquired whet her
PMS woul d be interested in making an early, discounted final
paynment on the PMS stock repurchase agreenent. Exh. 344. Kanter
mentioned in his letter that | RA had assigned its contract rights
under the | RA/PMS install nent agreenment and that any paynent
should be remtted to PSAC, Inc., which served as the depository
for the assignee. |d. The record reflects that PM5 accepted
Kanter’s proposal and renmitted a final paynent of $750,000 to
PSAC in February 1989, and the paynent was distributed to Carl co,
TMI, and BWK, as discussed below. Exh. 345.

During the period 1979 to 1989, PMS nade install nent

paynents to IRA as set forth in the follow ng table.



Year

1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
Tot al

Exhs. 281,

5.

a.

Paynent

$150, 000
533, 425
534, 696
361, 692
361, 692
361, 692
361, 692
361, 692
361, 692
361, 692
840, 423

4,590, 388

284-346; Exhs.
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Table 7

Pri nci pal

$150, 000
211, 468
309, 308
172, 441
186, 655
202, 042
218, 696
236, 724
256, 217
277, 360

822, 841
3,043, 752

| nt er est

$321, 957
225, 388
189, 251
175, 037
159, 650
142, 996
124, 968
105, 475

84, 332
17, 582

1, 546, 636

14, 17, 18-24 (I RA tax returns).®

Paynents From Eulich/ Essex Partnership to | RA and THC

John Eulich

John Eulich (Eulich) was a rea

bui | di ngs,

Texas.

Eulich had known Bal |l ard and Lisle since at
Bal |l ard and Lisle worked in Prudential’s Houston regional
AN Pritzker
Hyatt hot el

at 1617-1618.

shoppi ng mal | s,

63

wer e not

In connection with his real

inthe late 1960s or early 1970s.

From 1982 Through 1989 (STJ report at 49-59)

estat e devel oper of office
and war ehouses in Houston and Dal | as,

estate devel opnent work,

| east 1965, when

of fice.

i ntroduced Eulich to Kanter at the opening of a

Eul i ch, Transcr.

Sone of the quarterly checks that PMS remtted to | RA
i ncluded in the record.
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Eulich's real estate devel opnent activities were primarily
conducted through Vantage, Inc., a corporation that he owned. In
addition, Eulich later becanme a majority sharehol der in Mtor
Hot el s Managenent, Inc. (MHM. During sone of the years at
issue, MVHM |IRA THC, and Gateway Hotel Managenent Corp. were
partners in the Essex Partnership, which partnership is discussed
nore fully bel ow

In 1968, Eulich acquired Rodeway |Inns, a conpany that owned
a small chain of garden court notels. Over the years, Rodeway
I nns i ncreased the nunber of its notels. |In acquiring many of
Rodeway I nn’s additional notels, Rodeway |nns and Eulich obtained
financing from Prudential. From 1968 through about 1973, in
securing this financing for Rodeway Inns, Eulich dealt with
Ballard. |In about 1974, Eulich and Prudential becane
di ssatisfied wth the performance of the hotel nanagenment conpany
t hat was managi ng and operating sone 16 Rodeway |nns notels that
had been financed by Prudenti al .

Eulich decided to establish his own hotel managenent
conpany, MHM to operate the notels. Eulich arranged to have
Robert Janes (Janes), who had substantial hotel nanagenent
experience, serve as MHM s president and manage MHM s day-t o- day
operations. MAIM was incorporated on January 1, 1975. MHM s

t hree sharehol ders eventual ly included Eulich (who was the
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maj ority sharehol der), Janes, and another |ongtinme business
associate, C. Huston Bell.

I n persuading Janes to participate in the ownership and
operation of VHM it was agreed that MHAM s hotel nanagenent
busi ness woul d be expanded. After MHAM commenced its operations,
al t hough he generally was not involved in conducting MHM s
day-to-day business operations, Eulich hel ped arrange financing
for MHM and was actively engaged in marketing MHM s services to
various outside parties in an effort to obtain additional hotel
managenent busi ness.

By the mddle to late 1970s, MHM had acquired a good
reputation for the hotel managenent services it offered.
Prudential’s real estate departnment staff generally were very
satisfied wwth MHM s managenent of a nunber of hotel properties
in which Prudential was involved. However, until about the early
1980’s, MHM generally only nmanaged snal |l er-size hotel properties,
not | arge hotels. By about the early 1980s, MHM managed hote
properties nationw de in about 20 to 25 states, although to a
nore limted and | esser extent than it wished in the northeastern
regi on of the country.

b. Allen Ostroff

I n about 1976, Allen Ostroff becane a Prudential real estate
depart nent enpl oyee and served as Prudential’ s in-house

consul tant on hotels and hotel operations. Prior to joining
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Prudential, Ostroff had worked for a nunber of years for Hilton
Hotel s as a hotel nanager and executive. Ballard was
instrunmental in Prudential’s hiring of Gstroff, as Ballard had
concluded that Prudential’s real estate departnent needed to
enpl oy an individual possessing substantial expertise in hotels
and hotel operations.

Previously, the real estate departnment staff in Prudential’s
regi onal offices negotiated hotel nmanagenent contracts for
Prudential’s hotel properties on an ad hoc basis. By 1979,
Gstrof f had devised a nodel hotel nmanagenent contract that
Prudential’s real estate departnment staff could use in
negoti ati ng such managenent contracts. Ostroff al so worked on
various hotel projects for Donald Knab, Ballard, and/or Lisle.

C. Hot el Managenent | ndustry Trends

At sonme point during the 1970s, the hotel managenent

i ndustry began to offer owners of large hotels relatively short-
t erm managenent contracts for hotels, typically for terns ranging
from5 to 10 years. It was sonetines not desirable for a hote
owner to enter into a |ong-term managenent contract, particularly
if the owner contenplated selling the hotel within the next 5 to
10 years, as an outstandi ng | ong-term managenent contract could
make the hotel nore difficult to sell. Rather than entering into
a long-term managenent contract with a national hotel conpany,

like Hlton Hotels, Hyatt Corp., or Marriott Hotels, an owner of
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a large hotel frequently had its hotel operated under a franchise
with a national hotel conpany like Hilton Hotels or Marriott
Hotel s. % For instance, under a franchise agreenent with Hilton
Hotel s, the hotel owner could obtain the right to use the Hilton
nanme as well as the services of the Hlton national hotel
reservation system The hotel owner then could have its H lton-
franchi sed hotel nanaged and operated under a short-term
managenent contract with either Hilton Hotels (the franchisor) or
anot her hotel managenent conpany. %

d. The Gateway H lIton and John Connolly

Beginning in 1976, one of Ostroff’s first assignments at
Prudential was to inprove the operating condition of the Gateway,
a hotel at Newark, New Jersey. The Gateway was | ocated a few
bl ocks from Prudential’s corporate headquarters. The hotel was
shabby, as Prudential had recently acquired it through
forecl osure. Moreover, the class or type of custoners that prior
operators of the hotel catered to was not the type of clientele

Prudential was confortable with because ot her Prudenti al

64 During the period relevant to these cases, Hyatt Corp.
did not offer such franchise arrangenents.

6 A hotel nmanagenent executive testified that a national
hotel conpany, like Hlton Hotels, could not grant a hotel
franchise to a hotel owner conditioned upon the owner’s also
entering into a managenent contract with it for the franchised
hotel, as such action mght violate the antitrust | aws.
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executives and individuals transacting business at Prudential’s
headquarters office frequently stayed at the hotel.

OGstroff first obtained a Hlton franchise for the Gateway.
Al though Hilton Hotels had been reluctant to grant Prudential a
franchi se, Ostroff obtained the franchise by pointing out to
Hilton Hotels the other profitable business dealings it had with
Prudenti al .

OGstrof f next hired anot her hotel managenent conpany to take
over the Gateway Hilton’s managenent and operation. This
managenent conpany was owned by Stanley Cox (Cox), an experienced
hotel manager Ostroff had known during Gstroff’s prior enploynent
with Hilton Hotels. At sone point, Cox assigned John Connolly
(Connolly) to be the Gateway Hilton's onsite manager. Ostroff
was extrenely successful in turning around and substantially
inproving the Gateway Hilton's operating condition. Prudenti al
corporate headquarters executives eventually were proud to have
ot her Prudential executives and business visitors stay at the
hotel. Prudential executives al so made significant use of the
hotel facilities for neetings and entertai nnent and were very
pl eased with the service that they and their guests received at
t he hotel.

Cox did not spend nuch of his own tinme actually running the
Gateway Hilton. Over the years, Cox del egated nore and nore

duties in the hotel’s operation to Connolly. In 1981, Connolly
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was dissatisfied living in Newark and requested that Cox transfer
himto another hotel that Cox managed in Atlanta. Connolly,
Transcr. at 2623.% Although Cox granted Connolly’s request,
Gstroff wanted Connolly to stay at the Gateway Hilton, and he
approached Cox with a proposal to transfer the Gateway Hilton
managenent contract to Connolly and gi ve Cox anot her managenent
contract at a different hotel. Connolly, Transcr. at 2623-2624.
Gstroff and his superiors at Prudential then decided to term nate
Prudential’ s managenment contract with Cox and awarded the
managenent contract to a hotel managenent conpany owned by
Connol | y. ¢’

OGstroff advised Connolly of Prudential’s desire to have him
manage the Gateway Hilton; however, GOstroff advised Connolly that
he woul d have to establish a managenent conpany of his own
because Prudential did not want to have its enployees involved in
operating the hotel and did not want any of the hotel’s enpl oyees

to be Prudential enployees. Al hotel enployees would have to be

6  The STJ report, at 54, incorrectly recomended as a
finding of fact that “Connolly infornmed Gstroff that he was
considering |l eaving his position as onsite manager of the Gateway
Hi | ton, because he felt he was not being adequately conpensated
for his services.”

67 This recommended finding of fact is manifestly
unreasonabl e. As discussed in additional findings of fact, see
infra pp. 138-144, John Connolly (Connolly) continued to nmanage
the Gateway Hilton, but he neither organi zed nor operated a hotel
managemnment comnpany.
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enpl oyees of Connolly’s hotel managenent conpany. However,
establ i shing such a hotel managenent conpany presented a problem
for Connolly, as Connolly’s managenent conpany, anong ot her
things, would be required to enploy a financial manager and an
accounting staff to prepare and issue the financial reports on
the Gateway Hilton’s operations that Prudential expected.
Moreover, its full-time enploynment of such personnel to perform
t hese and ot her required services could well be uneconom cal, as
Connol Iy’ s conpany woul d be managi ng only one or at nobst two
hotels. As discussed in detail below, Kanter and Eulich provided
a solution to assist Connolly in managi ng the Gateway Hilton.

e. Gteway Hotel ©Munagenent Co. and Essex Corp.

As previously nentioned, Eulich wanted MHM s hot el
managenent busi ness eventually to include MHM s managenent of a
nunber of large hotels. Eulich previously knew Kanter from being
involved in certain prior business ventures in which Kanter had
hel ped raise capital. He believed that Kanter’s business
contacts, particularly those contacts attributable to Kanter’s
association with the Pritzker famly, could be beneficial to MHV
as Kanter knew many people in the hotel industry, including
i ndi vi dual s who owned the | arge hotels that MAM wanted to nanage.
From Eul i ch’s perspective, an association with Kanter woul d be

beneficial if MHM coul d obtain one hotel managenent contract for
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a large hotel through Kanter’s efforts. Eulich, Transcr. at
1647-1648.

Kanter and Eulich were aware Connolly woul d need assi stance
organi zi ng a hotel nmanagenent conpany for the Gateway Hilton
Ball ard was al so aware of Connolly’s needs, and he introduced
Eulich to Connolly as soneone who woul d assist Connolly with the
support services he needed to properly manage the Gateway Hi |l ton.
Connol Iy, Transcr. at 2620-2621, 2631. Ballard believed Connolly
also nmet with Kanter. Ballard, Transcr. at 184. As discussed
bel ow, Eulich (probably with Kanter’s assi stance) organi zed
Gat eway Hotel Managenent Co. (GHM for Connolly.

In 1981, Eulich and Kanter organized a corporation called
Essex Hotel Managenent Co. (Essex Corp.). Fornmby, Transcr. at
1502- 1503; Eulich, Transcr. at 1650; Cdifford, Transcr. at 1669-
1670. By letter dated Cctober 16, 1981, Eulich infornmed Connolly
that (1) GHM had been organi zed, (2) GHM was capitalized with
$10, 000, and (3) Connolly would be expected to pay $2,000 to

Eulich fromGiIMs first distribution to cover his share (20

68  The STJ report, at 55, included a recomended finding of
fact that “M. Connolly, neverthel ess, proceeded to organi ze a
hot el managenent conpany and incorporated Gateway Hot el
Managenment Corp. (GHVM) sone tinme in 1981.” This reconmmended
finding of fact is manifestly unreasonable. As discussed in the
Court’s additional findings of fact in the text that foll ows,
John Connolly did not organi ze a hotel managenent conpany, and he
was | argely ignorant of the existence and function of the various
busi ness entities with which he was associ at ed.
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percent) of GHM s capitalization. Exh. 691.% It appears,
however, the arrangenent descri bed above was not carried out
because, on March 2, 1982, Connolly and Essex Corp. executed an
option agreenent (the GHM option agreenent), which they
purportedly had agreed to on Septenber 18, 1981, which recited
that Connolly owned 100 percent of GHM Connolly was transferring
to Essex Corp. an option to acquire 80 percent of GHM (80 shares
at $100 per share) for 10 years and, in exchange for the option,
Essex Corp. would pay Connolly $1,000 per year for 10 years.
Exh. 817. The record also includes an $8, 000 prom ssory note,
dat ed Decenber 15, 1981, from Connolly to Essex Corp. (the
Connol |y prom ssory note) requiring annual paynents for 9 years
and a final balloon paynment in 1991. Exh. 4015.7

f. MHM and GHM Hot el Managenent Contracts

In Cctober 1979, MHM was awarded a nmanagenent contract for a
new hotel being constructed on Madi son Avenue in Mrris Townshi p,
New Jersey (the Madison Hotel). Exh. 688. In February 1980,
Prudential provided financing for this hotel. Exh. 1010. 1In

August 1981, MHM al so began managi ng a newly opened Hi | ton Hot el

69 Eulich had no recall of these matters at trial. Eulich
Transcr. at 1649-1650.

" The $8,000 anpunt apparently represents the bal ance of
the $10,000 initial capitalization of Gateway Hotel Managenent
Co. (&M (assuming Connolly paid $2,000 to Eulich in accordance
with the Cct. 16, 1981, l|letter described above).
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in Al entown, Pennsylvania (the Allentowmn Hilton). difford,
Transcr. at 1667.

In late 1981, GHM received from Prudential a managenent
contract to operate the Gateway Hilton, and, in February 1982,
GHM recei ved a nmanagenent contract to operate another Hilton-
franchi sed hotel that Prudential owned at M dland, Texas (the
Mdland Hilton). Exh. 695. Eulich believed Kanter assisted
MHM and Essex Partnership in obtaining the managenent contract
for the Gateway H lton. Eulich, Transcr. at 1634. Eulich’s
testinmony on this point is revealing. |In short, Eulich
considered the Gateway Hi |l ton managenent contract to fall within
MHM s portfolio of contracts (even though the contract
technically was awarded to Connol |l y/ GHM) because MHM s enpl oyees
provided all the essential services required to nmanage the hotel.

g. Essex Partnership

Essex Hotel Managenent Co. (Essex Partnership) was formed on

January 1, 1982, and apparently was intended to suppl ant Essex

T Al'though Gstroff and Prudential ultimtely awarded the
M dl and, Texas, hotel’s nanagenent contract to GHM GHM and NVHM
had each submtted bids on the Mdland hotel’s managenent
contract. During this tinme, Prudential usually obtained bids
fromat |east three hotel nanagenent conpanies for a particular
hotel s managenent contract. Ballard and Lisle were aware
Connol |y was awarded the Gateway Hi | ton managenent contract, and
Li sl e was aware Connolly was awarded the Mdland Hilton
managenent contract. Exh. 695; Ballard, Transcr. at 186-187;
Gstroff Transcr. at 1371, 1374, 1377-1378.
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Corp.’® Fornmby, Transcr. at 1502-03, 1518-19, 1585-86. The
partners of Essex Partnership and their partnership interests
were as foll ows:

Per cent age

Part ner partnership interest
VHM 47.500
| RA 26. 125
THC 21. 375
Connol |y 5. 000

Eulich attributed Connolly’s relatively nodest partnership
interest in Essex Partnership to the fact that Connolly received
a substantial salary fromthe Gateway Hilton. Eulich, Transcr
at 1635, 1643-1644.

Essex Corp. and Essex Partnership were both in existence
from January 1982 to Decenber 1984. Fornby, Transcr. at 1502-
1503, 1516; Exh. 817. GCeneral |edgers were maintained for Essex
Corp. Exh. 697; Fornby, Transcr. at 1516. 1In sone instances,
transactions pertaining to Essex Partnership were posted to the
general | edger of Essex Corp., rather than on the partnership’ s

books. Fornby, Transcr. at 1518.

2 The STJ report, at 56, included the follow ng

recommended finding of fact: “Eulich, Kanter, and Connolly
decided to formthe Essex Partnership (Essex), which was
organi zed in about late 1981". This recomrended finding of fact

is mani festly unreasonabl e i nasnuch as Connolly generally was
unawar e of Essex Partnership’s organization and operation.
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On Decenber 21, 1984, Essex Corp. assigned to Essex
Partnership its rights under the GHM option agreenent. Exh. 817,
at 4. The record indicates Essex Corp. also transferred
Connol ly’s prom ssory note to Essex Partnership. Exh. 4013. On
Cct ober 26, 1987, Essex Partnership sent a check of $1,000 to
Connolly. 1d. The check was acconpanied by a letter which
expl ained that the check represented Essex Partnership’ s annual
option paynent to Connolly, and the letter included a request
that Connolly remt to Essex Partnership his annual interest
paynment of $960. I|d.

At trial, Connolly (1) did not know the identity of the
partners of Essex Partnership, (2) believed he was offered a
5-percent partnership interest in Essex Partnership in exchange
for his promse to refer to Eulich any hotel managenent contracts
that GHM coul d not handle in the northeastern region of the
country, and (3) did not understand that a portion of GHM s
managenent fees was remtted to Essex Partnership. Connolly,
Transcr. at 2631-2645.

Connol Iy could not recall any details about the GHM option
agreenent or whether he had received any paynents pursuant to the
option agreenent. Connolly, Transcr. at 2661-2662; Exh. 4013.
Connol Iy did not (1) know whether he had owned all of the shares

of GHM (2) recall speaking to Eulich about startup financing of
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$10,000 for GHM or (3) recall whether the board of directors
hel d neetings at GHM or the nenbership of the board. Connolly,
Transcr. at 2650-2653.

h. Essex Partnership Operations

Essex Partnership’s stated purposes were (1) “To engage
generally in the consulting business and as a |iaison
i nternmedi ary between owners and operators of hotel properties”,
and (2) “To enter into other partnership agreenents * * * to
becone a nenber of a joint venture, or to participate in sonme
ot her form of syndication for investnent; and to buy, sell,
| ease, and deal in services, personal property, and real
property.” Exh. 347. Although the partnership agreenent
required its partners to contribute the capital needed to operate
the partnership, very little, if any, actual capital
contributions were ever required fromthem There is no evidence
that 1RA or THC contributed any capital to Essex Partnership.
Petitioners’ Reply Brief at 457.

Essex Partnership had no office, equipnent, or enployees
because enpl oyees of MHM perforned many of the consulting
services that GIM needed. John Fornby, an accountant working for
Lexi ngton I nvestnent Co., provided services to MHM and was gi ven

a power of attorney to act on behalf of Essex Partnership.
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Formby, Transcr. at 1499-1503; Exh. 4007. Al though the power
of attorney apparently was prepared in Decenber 1982, it was
executed “as of” January 1, 1982. Exh. 4007. Fornby perforned
accounting services for Essex Partnership, and he perforned the
financial and accounting services that GAMrequired in connection
its hotel managenent contracts. Fornby, Transcr. at 1500-1504,
1590- 1591; Exh. 4009.

i GHM s and WMHM s Representati on and Marketi ng Agreenents

On January 1, 1982, Connolly executed on behal f of GHM an
agreenent titled “Representation and Marketing Agreenent” with
Essex Partnership (the GHM Essex agreenent) wherein GHM agreed to
pay to Essex Partnership 75 percent of its fees on GHM s
managenent contracts on the Gateway Hilton and the Mdland H |l ton
Hotel . In return, Essex Partnership was to (1) “perform
[iaison functions between Gateway and certain hotel owners in
connection wth managenent contracts between such parties”, (2)
“performliaison functions between Gateway and the owners of any
additional properties which it is instrunental in securing for

managenent by Gateway”, (3) “use its best efforts to maintain

?  Lexington Investnment Co. owned a najority of Modtor
Hot el s Managenent Co. (MHM). Fornby, Transcr. at 1599.

“  This docunment (Exh. 348) suggests the Mdland Hilton
managenent contract was awarded to Connol | y/ GAM earlier than
January 1982.
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sati sfactory rel ati ons between the property owners and Gat eway
under any managenent contracts * * * and to maintain sufficient
personnel to properly performsuch functions”, and (4) use its
best efforts to secure managenent contracts satisfactory to
Gateway”. Exh. 348.

On January 1, 1982, MM entered into a nearly identi cal
“Representation and Marketing Agreenent” with Essex Partnership
(the WMHM Essex agreenent) in connection with MHM s managenent
contracts on the Allentown Hilton and the Madi son Hotel. Exh.
349. Although Prudential had hel ped finance the latter two
hotel s’ construction, Prudential apparently had no invol venent in
awarding the Allentown Hi|lton and Madi son Hotel managenent
contracts to MHM as the two hotels were owned by third parties.
MHM was required to pay to Essex Partnership 30 percent of its
managenent fees fromthe operation of the Madi son Hotel and 43
percent of the fees fromthe operation of the Allentown Hilton.
Exh. 349, exh. A

An MHM enpl oyee testified that, in managing GHM Connolly
was essentially a “one-man show'. A nunber of MHM s managenent
personnel were instructed by MVHM s managenent to do whatever they
could to help Connolly with GHM s operations. For instance, VHM
enpl oyees hel ped performthe financial and accounting services

that GHMrequired in connection with its Gateway and M dl and
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hot el managenent contracts. |In yet another instance, an MHM
enpl oyee hel ped Connolly with union negotiations. Also, after
Prudenti al awarded the M dl and, Texas, hotel’s managenent
contract to GHM WMHM s enpl oyees hel ped Connolly find an onsite
manager for that hotel. Although Connolly did give MHM sone
occasi onal help and advice, such as sales presentations to hotel
owners, the volunme of services that MHM enpl oyees furnished to
GHM greatly exceeded the volune of services that MHM recei ved
from GHM and Connol ly. 7

In late 1983, Prudential awarded to MHM t he hotel nmanagenent
contract for Prudential’s Hilton-franchised Twin Sixties Hotel at
Dal | as, Texas (the Twin Sixties Hotel). Shortly thereafter, MM
and Essex Partnership entered into a new “Representation and
Mar ket i ng Agreenment” pursuant to which Essex Partnership received
a percentage of MHM s fees under the Twin Sixties Hotel
managenment contract.’ Exh. 350, exh. A The MHM Essex
agreenent was nodified to provide that MHM woul d pay 70 percent

of its managenent fees fromthe Madi son Hotel (an increase of 40

S This paragraph appeared in the STJ report at 58-59 n.22.

®  Robert Janmes, MHM s president, believed the consulting
and participation agreenent for the Twn Sixties Hotel was
entered into to replace the incone that Essex Partnership would
| ose follow ng the expected term nation of MHM s managenent
contract for the Allentown Hlton, as the Allentown Hlton was
then in the process of being sold.
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percent fromthe 30 percent required under the original
agreenent), 57 percent of its managenent fees fromthe Allentown
H lton (an increase of 14 percent fromthe 43 percent required
under the original agreenent), and 57 percent of its managenent
fees fromthe newy acquired Twin Sixties Hotel managenent
contract. Exh. 350, exh. A

From 1982 t hrough 1986, the specified percentage of fees
Essex Partnership received under the various consulting and fee
participation agreenents it had with GAHM and MHM vari ed and, at
tinmes, was adjusted.’” |In operating Essex Partnership, the
partners agreed the fees GHM pai d Essex Partnership generally
woul d equal the fees MM paid to the partnership. The
partnership’s specified percentage of fees under each consulting
and fee participation agreenent could easily be adjusted and
nodi fi ed, as each consulting and fee participation agreenment was
subj ect to cancellation on 30-to-90-days’ notice. As a result,
if a significant change occurred with respect to the conpensation
that GAM or MHM recei ved under a particul ar hotel nanagenent

contract, an offsetting change then could be effectuated in the

7 On Jan. 1, 1986, Connolly executed a new Representation
and Marketing Agreenent on behalf of GHM whi ch provided that GHM
woul d pay to Essex Partnership 40 percent of the fees earned on
the Gateway H Iton and Mdland H | ton managenent contracts. Exh.
351. Fornby believed this nodification was nmade because
Connol Iy’ s salary was no | onger being paid by the Gateway Hi |l ton.
For mby, Transcr. at 1542.
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ot her consulting and fee participation agreenents GAM and MHM had
w th Essex Partnership.

As the total fees that MHM paid to Essex generally equal ed
the total fees that GHM (Connol Iy’ s hotel managenent conpany)
paid to Essex, the total fees MHM paid to the partnership roughly
approximated MHM s distributive share of partnership incone as a
47.5-percent partner in Essex Partnership. However, as indicated
previously, MM was not paid directly for the substanti al
services its enployees rendered to GHM Rather, as a partner in
Essex Partnership, MAMreceived 47.5 percent of the partnership’s
income. Although IRA and THC, as partners, also received a
conbi ned 47.5 percent of the inconme of Essex, IRA and THC, in
contrast to MHM provided no simlar substantial services to GHV

Eulich and MHM s top nanagenent essentially vi ewed
i nvol venent in Essex Partnership as a marketing and sal es devi ce,
wher eby MHM eventual |y m ght obtain nore managenent contracts for
| arge hotels. By having MHM participate in Essex Partnership
Eul i ch hoped to have Kanter help MHM obtain additional hotel
managenent contracts.

Eulich was not famliar with RA or THC and testified in
pertinent part:

Kanter was the person whose influence and contacts that

we wanted at MHM because of his--again, his invol venent
as one of the founders of Hyatt International, his
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i nvol venent with the Pritzkers, and his invol venent,
significant involvenent wwth this Miullett Bay Resort.

| mean, the man--he knew a | ot of people in the

hot el busi ness, and he knew peopl e who owned the types

of properties that we wanted, and we were not able to

attract, because we were running the two-story, you

know, freeway-oriented notels. [Eulich, Transcr. at

1633-1634. ]

Eulich realized his goal of increasing MAM s hotel
managenent busi ness woul d take sonme tine, as owners of |arge
hotels did not frequently change hotel managenent conpanies with
whi ch they did business. In addition, MHAM needed to increase its
| evel of experience and expertise in managi ng and operating | arge
hotels. The arrangenent thus described involving Essex and its
partners was apparently satisfactory to all who were invol ved
with Essex irrespective of the disparate contributions anong its
partners.

Connol Iy could not explain the benefits that GHM woul d
recei ve under the GHM Essex agreenent; he did not expect anyone
at Essex Partnership to performliaison functions between hinself
and Prudential. Connolly, Transcr. at 2641-2644. Such a
function or service would be unnecessary because Connolly
believed that he had a “pretty solid relationship wwth all the
peopl e at Prudential.” 1d. at 2643.

Fornmby did not know what |iaison functions Essex Partnership

was expected to performfor GHM and he believed that no such
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activities occurred. Fornby, Transcr. at 1548-1549, 1555; Exhs.
348, 351.

Janmes, the president of MHM could not identify a specific
person or entity who woul d have acted as a |iaison between the
owners and operators of the hotel properties in question. Janes,
Transcr. at 1735-1737. Janes did not know that | RA and THC were
partners in Essex Partnership until he was shown the partnership
agreenent at trial. Janes, Transcr. at 1734-1737.

There were no officers or enployees at Essex Partnership who
coul d have engaged in consulting or acted as |liaisons. Fornby,
Transcr. at 1534-1535. Eulich had never seen the Essex
Partnershi p agreenment or the consulting and fee agreenents
bet ween MHM or GHM and Essex Partnership. Eulich could not
expl ain the neaning of the phrase in article Il of the Essex
Partnershi p agreenment referring to Essex Partnership’'s role as
“l'iaison internediary between the owners and operators of hotel
properties”. Eulich, Transcr. at 1631-1634.

J]. Transfer of IRA's Essex Partnership Interest

On Decenber 31, 1984, IRA transferred its 26.125-percent
Essex Partnership interest to Carlco, TMI, and BW. Carlco and
TMI' each received an 11.75-percent partnership interest in Essex,
while BWK received a 2.6125-percent partnership interest in

Essex. Exh. 69, at 16; Exh. 93, at 10; Exh. 114, at 6-7. Essex
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Part nershi p apparently was not informed of the transfer and
continued to nmake partnership distributions to IRA.  Petitioners’
Reply Brief at 534.

k. Paynents to Essex Partnership and Essex Partnership
Di stributions

During 1982 to 1988, Essex Partnership reported that it
recei ved or accrued comm ssion/consulting fee paynents from GiM

and MHM as fol | ows:

Year GHM MHM Exhi bits

1982 $234, 170 $104, 121 9074, at 2, acct. Nos.
400100 and 400200

1983 222, 557 235,718 707, at 1; Exh. 678,
statenent 1

1984 268, 663 242,116 726, 353

1985 225, 487 230, 847 4010, 354, statenment 1

1986 68, 000 123, 089 4011, 355, statement 1

1987 172, 963 388, 632 837, 356

1988 142, 761 238, 889 828, 357

Total 1,334,601 1, 563, 412
For the 1989 taxable year, Essex Partnership reported $293,261 in
total incone fromconsulting fees fromVHM and GAM  Exh. 358,
supporting schedule at 1.

For the taxable years 1982 through 1989, Essex Partnership
made distributions to IRA, THC, Connolly, and MAM as set forth in

the follow ng table.
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Table 8

Year IRA THC Connol Iy VHM
1982 $86, 212 $70, 538 $16, 500 $156, 750
1983 78, 375 64, 125 15, 000 142, 500
1984 133,238 109, 013 25, 499 242, 250
1985 120, 175 98, 325 23, 000 218, 500
1986 80, 465 65, 835 15, 400 146, 300
1987 120, 698 98, 753 23,100 219, 450
1988 117, 562 96, 188 22,500 213, 750
1989 51,727 42,322 9,900 94, 051

Total 788,452 645,099 150, 899 1,433,551

Exh. 9074, at 2, acct. Nos. 320000 (1982); Exh. 678, statenent 2,

Schedule K-1, itemf. (1983); Exh. 353, statenent 2, Schedul e K-

1, itemf. (1984); Exh. 354, statenent 2, Schedule K-1, itemf.

(1985); Exh. 355, Schedule K-1 (1986); Exh. 356, reconciliation

of partners’ capital accounts (1987); Exh. 357, 1988 di agnostic

Essex Hotel Managenent Co., at 2, reconciliation of partners

capital accounts (1988); Exh. 358, Schedule K-1 (1989);

Petitioners’ Reply Brief at 645.

In 1986, MHM was sold by Eulich to an unrel ated conpany

called Aircoa. Aircoa continued to allow MVHMto participate as a

partner in Essex Partnership until about 1990.
and Ot her Benefits That

Fam |y Menbers

B. Certain Loans, Payments,
Ball ard and Lisle and/or Their
Received (STJ report at 59-64)

Ball ard and Lisle established respective grantor trusts (the

CvMB and the CMB Il Trusts for Ballard and the RAL and the RAL |

Trusts for Lisle). As grantor trusts, the income (or |osses) of
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the trusts was taxable to Ballard and Lisle pursuant to sections
671 through 678. The CvB, CMB Il, RAL, and RAL Il Trusts each
made i nvestnents, as limted partners, in certain novie shelter
partnerships. Kanter or Sol onon Wisgal (the trustee of the Bea
Ritch Trusts that owned all of IRA s conmobn shares) was the
trustee of these trusts. Each Ballard and Lisle trust held no
assets other than its respective novie partnership interest.
Each trust financed the acquisition of its novie partnership
interest through a loan fromIRA and International Filnms, Inc.
(I'FI'), a corporation in which IRA at one tinme, was a majority
shareholder.” In nmaking loans to the trusts, IRA originally
provi ded the | oan funds and recei ved prom ssory notes from each
of the trusts; IRA then transferred these trust notes to IFl, in
exchange for IFl's notes. The trust notes that IFl held, froma

practical standpoint, were collectible only if the novie ventures

®  The parties disagree as to whether these and other |oans
to Ballard and Lisle, various trusts of Ballard and Lisle, and to
Ms. Ballard were bona fide |oans, and whether the parties to
t hese transactions actually intended the funds to be repaid. The
terms “loan”, “prom ssory note”, and other simlar terns are used
herein for conveni ence and are not intended as ultimte findings
or concl usi ons concerni ng whether a bona fide indebtedness
actually existed. Simlarly, the parties dispute whether certain
consulting paynents that were made to Ballard’ s and Lisle’s
children from 1993 through 1989, which are nore fully discussed
infra, were in fact, conpensation paid for the children’s
consulting work. The use of terns indicating that consulting
paynments were nmade to the children should not be construed as
conveying any | egal conclusion as to whether such paynents
constituted conpensation for services rendered.
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in which the trusts had invested proved successful, because the
trusts had no other assets available to creditors. |[|Fl had no
recourse against Ballard and Lisle, individually, because the
trusts, not Ballard and Lisle, had borrowed the funds and issued
t he prom ssory notes. "

Utimately, the novie ventures in which the trusts invested
proved unsuccessful and were not profitable. Additionally, the
I nternal Revenue Service |later disallowed the deductions that
Ballard clained on his tax returns with respect to these novie
investnments and Ballard was required to pay additional taxes to
the Internal Revenue Service. |In July 1985, Ms. Ballard
borrowed about $160,000 from TMI to pay the income tax liability
that she and Ballard owed.® Exh. 94, at 10.

In 1987, IFI owed IRA in excess of $500,000 and did not have

sufficient resources to repay IRA. Exh. 34, at 2. To “clean up”

® Kanter explained that, although, for Federal incone tax
pur poses, the taxable income or taxable | oss of each grantor
trust was required to be reported on Ballard’ s or Lisle s tax
returns, the trusts were otherwise still separate legal entities
for State | aw purposes. Ballard and Lisle thus were not
personal ly Iiable upon the |oans of their trusts, as Ballard and
Li sle had not personally guaranteed the |oans. Kanter clained
that he had hel ped the trusts obtain the | oans because the novie
investnments originally | ooked very prom sing.

80 The STJ report incorrectly stated that Mary Ballard
borrowed the $160,000 fromeither IFI or IRA As discussed in
detail in additional findings of fact, infra pp. 178-181, the
Bal | ards borrowed a total of $303,943 from TMI.
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IFI’s liability to | RA, Lawence Freeman (I RA's president) and
Li nda Gal | enberger (a TACI enpl oyee and an officer of convenience
for IRA) had IFI (of whom | RA was now sol e sharehol der) transfer
all of its assets to IRAin satisfaction of IFI's liability to
| RA. Substantially all of the assets IFl transferred consisted
of prom ssory notes that had been issued by various third
parties, including the above prom ssory notes of Ballard s and
Lisle’'s grantor trusts, as well as other notes that Ballard and
Lisle had issued individually.8 On its books, |IRA reduced IFl’'s
liability to it by an anount equal to the full face anpbunt of the
notes | Fl transferred.

As reflected by a nenorandum dated July 17, 1987, Law ence
Freeman (I RA"s president) and Linda Gall enberger agreed that the
| oans that | RA was hol ding that had been nmade to Ballard and
Lisle, individually, and to their respective grantor trusts woul d
be “forgiven”, in view of the difficulty of collection.

In 1987, IRA sold for a stated price of $1 each to MAF, Inc.
(MAF), a wholly owned subsidiary of Conputer Placenent Services,
Inc., the prom ssory notes of Ballard’ s and Lisle’ s grantor
trusts that | RA obtained fromIFI. MAF had a relatively

i nsubst anti al amobunt of assets and operated out of the accounting

8 The STJ report |lacks detailed findings of fact regarding
| oans that I RA and other Kanter-related entities nade to Ballard
and Lisle individually. These nmatters are discussed in detail in
additional findings of fact. See infra pp. 194-205.
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firmoffices of Al bert Mrrison (MAF s president). Freenman (who
was then RA's president) had asked Morrison (a certified public
accountant and longtine friend of Kanter) to be MAF s president.
M. Morrison received no salary for being MAF s president. As
MAF' s president, he approved the purchase by MAF of the
prom ssory notes fromthe trusts as a favor to Kanter. #

| RA subsequently al so sold 100 percent of |FlI’s outstanding
shares of stock to Linda Gallenberger for $1 in Septenber 1988.
Shortly thereafter, Ms. Gallenberger placed IFl into bankruptcy.

On its 1987 tax return, IRA clained | osses with respect to
its sale of the trust notes to MAF. |RA also clainmed bad debt
deductions with respect to the individual notes of Ballard and
Lisle that it obtained fromIFl. It further claimed a $65, 000
worthl ess security deduction with respect to the IFl shares that
were later sold to Ms. Gal |l enberger.

For substantially all of the period fromabout 1983 to 1989,
KW Corp. (an I RA subsidiary) and later the KW Partnership
(whose partners were IRA's subsidiaries BW, Carlco, and TM)
paid nonthly “consulting fees” of $1,000 each to Ballard s two
daughters and to Lisle’ s son and daughter. After the Internal

Revenue Service conmmenced exam nations of many of Ballard's,

82 |J1RA's purported sale of prom ssory notes to MAF, Inc.,
is discussed in detail in additional findings of fact. See infra
pp. 196-205.
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Kanter’s, and Lisle s respective returns for the years at issue,
Kanter, in February 1990, sent letters to the children
termnating KW Partnership’ s “consulting arrangenent” with
them?® |In tw of these termnation letters, Kanter apprised the
children that he had recently assuned | RA's presidency. He noted
that their consulting arrangenent had begun when Law ence Freeman
was |RA's president. In the letters, Kanter stated that the
chil dren had done nothing for a nunber of years, and he bl aned
M. Freeman for having KW Partnership continue to make nonthly
paynents to them 8

After becoming IRA s acting president in 1989, Kanter also
di scussed with Ballard and with Lisle the paynent of their
i ndi vi dual prom ssory notes that |IRA held but had previously
deducted as bad debts on IRA's 1987 return. Since at |east 1987,
Bal |l ard had cl aimed that neither he nor his wife were |Iiable on
the prom ssory notes that they had previously executed. In late
1992, Ballard agreed to pay |IRA $120,000 in settlenment of his
$196, 000 debt to IRA on his prom ssory notes. Ballard al so
entered into an arrangenent, at about this tinme, to repay the

$160, 000 |l oan his wife had received from T TMI in July 1985.

8 Melinda Ballard s consulting arrangenent had been
termnated earlier in |late 1988.

8 Pertinent portions of the text of these letters are
guoted infra pp. 193-194.
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Kanter reached a simlar agreenment with Lisle to discharge
his debt to IRA. Oiginally, pursuant to certain paynment
negotiations Kanter and Lisle had in 1989, Lisle agreed to pay
the debt in 2 years. He failed to do so, and he and Kanter
di scussed the matter again, until Lisle, at sonme point, agreed to
pay the debt by the end of 1993. However, Lisle died before
maki ng any paynent, and Kanter, acting on behalf of IRA filed a
claimagainst Lisle' s estate.

Begi nning in about 1990, Ballard was paid a salary by TMI,
and Lisle was paid a salary by Carlco. Kanter, who was now | RA' s
presi dent, agreed to have each of these I RA subsidiaries pay a
salary to Ballard and Lisle. Ballard had requested that TMI pay
hima salary. At various tinmes from 1987 through 1989, sone of
Ballard's famly trusts had al so received | oans from TMI in order
to make certain real estate investnents.

V. Additional Findings of Fact: The Fl ow of Funds

QG her than the limted discussion concerning loans to
Ballard and Lisle and their famly trusts set forth above, the
STJ report did not include an analysis of the flow of funds that
respondent offered as further proof that the paynments from The
Five constituted i ncone earned by and properly taxable to Kanter,
Ballard, and Lisle. The follow ng additional findings of fact
focus on the paynments from The Five to I RA, THC, and ot her

Kanter-related entities and how those funds were transferred to
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Kanter, Ballard, and Lisle, including a nunber of purported | oans
to Kanter, Ballard, Lisle, and their trusts. Because sone of the
paynments from The Five to | RA were accunmulated in I RA until 1983
and then transferred to Carlco, TMI, and BWK, we shall analyze
separately the transfers of funds for the periods before 1984 and
after 1983.

The Court’s additional findings of fact are divided into
ei ght sections. Section A provides both an overview of the
paynments made by The Five to IRA and its subsidiaries in
connection wth the various Prudential transactions from 1977 to
1989, and a breakdown of those paynments for the periods 1977 to
1983 and 1984 to 1989. Sections B, C, and D focus on the
di stribution of those funds to Kanter, Ballard, Lisle, and their
famly menbers and trusts for the periods 1977 to 1983 and 1984
to 1989. Section E discusses paynents made by The Five to THC
and its subsidiaries during the years at issue. Sections F and G
di scuss the distribution of those funds to Kanter and Lisle.

Where necessary to add context, we restate sone of the
findings of fact set forth and properly supported by citations of
the record earlier in this report. W do not repeat the
citations of the record for these findings of fact.

A. Paynents Made by The Five to IRA and Its Subsidiaries
From 1977 to 1989

The followng is a sunmary of the paynents The Five made to

| RA and its subsidiaries in connection with the vari ous
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transacti ons di scussed above during the entire period 1977

t hrough 1989.

Table 9
Schnitzer/ Eulich/

Year Hyatt® Frey Schaf f el PNVS Essex Tot a

1977 $54, 848 - - - - —- -- $54, 848
1978 60, 739 - - - - —- - - 60, 739
1979 - - -- $100, 000 $150, 000 - - 250, 000
1980 119, 719 $127, 372 244,920 533, 425 - - 1, 025, 436
1981 90, 070 105, 764 361, 525 534, 696 - - 1, 092, 055
1982 172,702 538, 781 447, 450 361,692 $86,212 1,606, 837
1983 172, 090 110, 125 2244, 731 361, 692 78, 376 967,014
1984 186, 094 103, 500 - - 361,692 133, 238 784,524
1985 206, 790 128, 763 - - 361,692 120,175 817, 420
1986 231, 263 - - - - 361, 692 80, 466 673, 421
1987 229, 449 - - - - 361,692 120, 698 711, 839
1988 197, 348 - - - - 361,692 117,563 676, 603
1989 52, 777 - - - - 840, 423 51, 727 944, 927

Total 1,773,889 1,114,305 1,398,626 4,590,388 788,455 9, 665,663
! Except for the anpunts listed for 1977 and 1978 (which were paid to KW
Corp. before IRA purchased all of KW Corp.’s comobn stock), the anmounts that

| RA received fromthe Hyatt Corp. paynents are net of the 30-percent share
paid to Weaver.

2 The $244,731 anount listed as a Schaffel paynent for 1983 includes the
$213, 750 that he paid to IRAfollowing the first deal with Travel ers.

See Tables 2, 3, 5, 7, and 8, supra, and acconpanying citations
of the record.
During the period 1983 to 1989, |RA maintained cash deposits

as set forth in the follow ng tabl e:
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Tabl e 10

Year Anpunt

1983 $140, 675
1984 54, 201
1985 13, 140
1986 326, 783
1987 11, 251, 723
1988 1, 332, 565
1989 2613, 298

11n 1987, IRA sold stock (identified as Hyatt Air) and
recei ved proceeds of $1,115,560. Exh. 22 (Form 6252); Exh. 9000,
at 4. I1RA invested these proceeds in certificates of deposit
bet ween 1987 and 1989. Exh. 34, at 1-2; Exh. 35.

2 1n 1989, IRA's cash on hand was reduced in substanti al
part by a |loan of $600,000 that | RA nade to Kanter. Exh. 36, at
6; Exh. 9114, at 15.

Exhs. 18-24, Schedul es L.

The remai nder of this section is divided into two
subsections. Subsection 1 addresses all of the paynents nmade by
The Five during 1977 through 1983. These paynents were paid to
and accunul ated by I RA and reported on | RA's consol i dated
returns. Subsection 2 addresses all of the paynments made by The
Five during 1984 through 1989. These paynents were paid to | RA
and/ or other Kanter-related entities and distributed to Carl co,
TMI, and BWK, at a tinme when the latter entities were no | onger
part of IRA's consolidated group for tax reporting purposes.

1. Paynents Made During 1977 Through 1983

As Table 9 reflects, during the period 1977 through 1983,

| RA received (1) $670,168 from Hyatt Corp. (70 percent of Hyatt



-163-
Corp.’s paynents to KW Corp.),? $882,042 from Frey (through
paynents to | RA's subsidiary, Zeus), (3) $1, 398,626 from

Schaffel, (4) $1,941,505 from Schnitzer/PMs (through install nent

8 During 1977 through 1983, Hyatt Corp. paid a total of
$907,845 to KW Corp. pursuant to the Hyatt/KW agreenent. See
Table 2, supra p. 90. 1In early 1979, IRA acquired from Waver
all of KW Corp.’s common stock for $150,000. At the time, KW
Corp. had net assets of $115,084. The record al so | eaves open
the possibility that Hyatt Corp. made a paynent to KW Corp. for
1978 (a paynent that woul d have been nade in early 1979). See
supra p. 90 (Handel sman). After 1978, Waver forwarded the Hyatt
Corp. paynents to Kanter, who had TAClI negotiate the checks and
then distribute to Weaver his 30-percent share of each paynent.
Petitioners’ Reply Brief at 537. |RA deducted the paynments to
Weaver as a conmi ssion expense. Wth the exception of interest
i ncome of $13,796, the paynents from Hyatt Corp. represented KW
Corp.’s sole source of funds. Exh. 9076 (Kuck Sunmary # 2.Db.);
Exh. 10, at 15; Exh. 14, at 6; Exh. 17, at 15; Exh. 18, at 19;
Kuck, Transcr. at 3445-3446.

KW Corp.’s total application of funds for 1979 through 1983
was approxi mately $674,900 as fol |l ows:

Year Application Amount Exhi bi t

1979 Dividend to |RA  $60, 000 10, at 4, sched. M2,
Kuck, Transcr. at
3446

1980 - - - - - -

1981/ 82 Di vidend to | RA 260, 000 14, at 40, |. 5
17, at 27; |. 28

25, at 21; Kuck
Transcr. at 3446-

3447
1983 Dividend to IRA 297,900 18, at 30
1982 Consul ti ng Fees 21, 000 17, at 16, |. 23
1983 Consul ti ng Fees 36, 000 18, at 20

Tot al 674, 900
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paynents of principal and interest), and (5) $164,588 from
Eul i ch/ Essex Partnership, for a total of $5, 056, 929.

Before 1984, all paynents that IRA and its subsidiaries
received from The Five in connection with the Prudenti al
transacti ons descri bed above were reported on I RA's consol i dated
returns. No tax was paid on this income because, during 1978
t hrough 1983, I RA reported substantial net operating | osses. See
Table 1, supra p. 48.

2. Paynents Made During 1984 to 1989

After 1983, Kanter altered the structure for the receipt of
paynments from The Five. Although Hyatt continued to issue checks
payable to KW Corp., I RA (which purchased KW Corp. in 1979)

i quidated the conpany in Decenber 1983. At the sane tine,
Carlco, TMI, and BWK fornmed the KW Partnership, which began
receiving the Hyatt paynents. Thereafter, the Hyatt paynents
were no | onger reported on I RA's consolidated returns but were
reported on the respective returns of Carlco, TMI, and BWK in
accordance with their distributive shares (45/45/10 percent,
respectively) of KW Partnership itens. Exhs. 61-66 (Carl co);
Exhs. 84-89 (TMI); Exhs. 106-111 (BVK).

In 1984, in connection wth Lisle’s nove to Travel ers,
Schaffel nmade a final paynent of $213,750 to | RA and t hen began

maki ng paynments to THC.



- 165-

Frey continued to nake paynents to | RA's subsidiary Zeus
during 1984 and 1985.

Schnitzer/ PM5 continued to nmake principal and interest
paynments to IRA with the exception of its final (accelerated)
paynment, which was remtted to PSAC and then distributed to
Carl co, TMI, and BWK

I n Decenber 1984, IRA transferred its interest in Essex
Partnership to Carlco (45 percent), TMI (45 percent), and BW (10
percent). See discussion infra pp. 170-171. Therefore, I RA no
| onger reported incone from Essex Partnership on its consolidated
returns. Although Essex Partnership continued to make paynents
to | RA, those paynents were transferred to Carlco, TMI, and BWK,
whi ch reported the paynents in accordance with their distributive
shares of Essex Partnership items. Exhs. 61-66 (Carlco); Exhs.
84-89 (TMM): Exhs. 106-111 (BWK).

As Table 9 reflects, during the period 1984 to 1989, IRA
received (1) $1,103,721 fromHyatt Corp. (through paynents to KW
Corp.), % $232,263 fromFrey (through paynents to Zeus), (3)

$2, 648,883 from Schnitzer/PMs (through install nent paynents of

8 During 1984 through 1989, Hyatt Corp. continued to issue
checks to Weaver nade payable to KW Corp., and Waver conti nued
to forward those checks to Kanter. After Kanter’s office
returned 30 percent of the paynents to Weaver, KW Partnership
received the bal ance or $1, 103, 721.
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principal and interest), and (4) $623,867 from Eulich/Essex
Partnership, for a total of $4,608,734.%
After 1983, IRA reported as incone only the paynents from
Frey to IRA's subsidiary Zeus and the paynents from PMS. Exhs.
19-24 (Schedul e 6252); Exh. 19, at 12; Exh. 20, at 16.
B. Distribution of the Funds Paid by The Five in Connection

Wth the Various Prudential Transactions to Kanter,
Ballard, Lisle, and Their Respective Fanmly Menbers

This section is divided into three subsections. The first
subsection provi des background regarding Carlco, TMI, and BWK
The second subsection discusses the transfer of funds fromIRA to
Carl co, TMI, and BWK. The third subsection discusses the
di sposition of funds from Carlco, TMI, and BWK for the benefit of
Bal lard, Lisle, Kanter, and their respective famlies.

1. Additional Details Regardi ng Managenent and Control of
Carl co, TMI, and BWK

a. Carlco

Li sle and nenbers of his famly were officers of Carlco with
signatory authority on its various accounts. Exh. 2030, at 35.%
There is no dispute that Lisle nmanaged and controlled Carlco’s
i nvestnments. During 1984 through 1989, noneys from Carlco were

deposited in a brokerage account maintai ned at Gol dman Sachs.

8 Al paynents from Schaffel during this period were
remtted to THC, as discussed infra pp. 207-208.

8 For a list of Carlco's officers and directors for the
period in question, see app. 2 to this report.
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Exh. 527. The mailing address of this account was Lisle s hone
address. 1d.

b. TIMI

Freeman, Gall enberger, and Meyers were |listed as TMI' s
officers and directors during the period 1983 to 1989.% There
is no dispute Ballard nmanaged and controlled TMI' s investnents.

TMI listed the foll om ng bank and brokerage accounts as
assets on its general |edgers for 1983 through 1989: A Wlls
Fargo account, a Citizen Bank account, a Gol dman Sachs brokerage
account, and a Kenper noney nmarket account. Exh. 9014; Exhs. 92-
98.

During 1984 through 1989, noneys from TMI were deposited in
an account nmaintained at the Wells Fargo Bank in San Franci sco.
The mailing address of this account was Ballard’ s hone address.
Mary Ballard, Transcr. at 2817. Ballard opened this account in
the nane of TMI, and he and his wife had signatory authority over
it. Ballard, Transcr. at 223-224; Exhs. 614-617. The records
for TMI were maintained at Ballard s hone.

c. BWK

The officers and directors of BW included Kanter, Meyers,

Gal | enberger, and Wisgal.® Kanter testified that he did not

8 For alist of TMI's officers and directors for the
period in question, see app. 3 to this report.

% For a list of BW's officers and directors for the period
in question, see app. 4 of this report.
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have the tinme to manage BWK' s assets as he had originally
pl anned. Kanter, Transcr. at 3695.

2. | RA's Transfers to Carlco, TMI, and BWK of Funds Pai d
by The Five

a. Funds Paid by The Five to | RA During 1977 Thr ough
1983 Transferred to Carlco, TMI, and BW

During 1977 through 1983, paynents made by The Five to I RA
in connection with the various Prudential transactions discussed
above total ed approximately $5 mllion.

Beginning in 1984, Kanter purportedly directed that IRA s
“free-cashflow’ be distributed in the ratio of 45 percent each to
Carlco and TMI and 10 percent to BWK. From 1984 through 1989,
| RA generally transferred funds and other assets to Carlco, TM,
and BWK, in the respective 45/45/10 percent allocation ratio
Kant er had directed.

During 1984, approximately $4.2 million was transferred from
|RA to Carlco, TMI, and BWK in a 45/45/10 percent split by way of
(1) transfers through the TACI Special E and the TACI Speci al
Accounts and (2) distributions related to Essex Partnership and a
partnership known as Sherwood Associ ates Partnership. Exhs.

2003, 2006, 2010.
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(1). Transfers From Zeus to IRA

The paynents that Zeus received fromBJF from 1980 t hrough
1983, a total of $882,042, accunulated in Zeus until they were
transferred to IRAin the steps outlined bel ow

(1) At a time unknown, but before March 25, 1983, I RA | ent
Zeus $51,000. Exh. 26, at 24, last item

(2) On March 25, 1983, Zeus transferred $51,000 to IRA as a
| oan repaynent. Exh. 26, at 24, last item

(3) At a time unknown, but before Cctober 21, 1983, |IRA
transferred $774,000 or a cash equivalent to THC i n exchange for
a receivable of $774,000 due from THC. Exh. 27, at 5 (AJE-25);
Exh. 26, at 11 (11-22-83); Petitioners’ Reply Brief at 491-492.

(4) On Cctober 21, 1983, Zeus transferred $774,000 to I RA
i n exchange for the $774,000 THC receivable. Exh. 27, at 5 (AJE-
25): Exh. 26, at 11 (11-22-83).

(5 At a time unknown, but before Decenber 5, 1983, |IRA
transferred $13,000 or a cash equivalent to THC i n exchange for a
recei vabl e of $13,000 due from THC. Exh. 26, at 23.

(6) On Decenber 5, 1983, Zeus transferred $13,000 to IRA in
exchange for a $13,000 THC receivable. Exh. 26, at 23; Kuck,
Transcr. at 3428-3443. Thus, at the end of 1983, Zeus retained
$44, 042 of the $882,042 paid by BIJF, and Zeus held THC notes

recei vable totaling $787, 000.
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On January 12, 1984, Zeus transferred $5,028 to IRA in
exchange for a $5,028 THC receivable. Exh. 9070, at 2.

By the end of 1989, the THC recei vabl es that Zeus received
from I RA had not been repaid. Exh. 9070, at 2, 7 (1984 and 1989
general ledgers). There is no evidence in the record that Zeus
ever accrued any interest or received any principal paynent in
connection with the THC recei vables identified above.

(1i). IRAs Transfer of Its Interest in Essex Partnership

As previously nentioned, in Decenber 1984 | RA distributed to
Carlco, TMI, and BWK its 26.125-percent partnership interest in
Essex Partnership. The details of that transaction are
sumari zed as foll ows.

In January of 1984, IRA recorded the receipt of a $44, 413
paynent received from Essex Partnership as payabl es of $19, 986
due to each of Carlco and TMI and $4, 441 due to BWK. Exh. 29, at
6. On January 30, 1984, |IRA issued a check in the appropriate
anount to each of the corporations and recorded the paynents as
paynment of the payables owed to Carlco, TMI, and BWK.  Exh. 29,
at 1. Additional distributions fromEssex Partnership to I RA
during 1984 totaling $88,825 were also treated as distributed
directly to Carlco, TMI, and BWK, by reducing the additions to
capital attributable to IRA's contributions of cash nade to the

corporations during the year. Exh. 29, at 17.
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| RA recorded the distribution of the Essex Partnership
interest on its books as foll ows:
1984 begi nni ng val ue $45, 283

Less distribution of investnent as paid-in capital (45, 283)
Less distributions from Essex

5/ 8/ 84 (26, 125)
7/ 6/ 84 (26, 125)
10/ 4/ 84 (36, 575)
Plus “distb exxex dist as pd in” 88, 825
| nvest nent end of vyear - 0-

Exh. 29, at 17.
Li sle professed to have no know edge that Carlco held an
interest in Essex Partnership. Exh. 2030, at 39.

(ti1). 1RA's Transfer of Its Interest in Sherwood
Part nership

I n Decenber 1984, IRA also transferred to Carlco, TMI, and
BWK its 50-percent partnership interest in Sherwood Associ ates
Part nershi p (Sherwood), as nore fully described bel ow.

In 1982, I RA invested $175,000 in Sherwood and reported a
partnership |l oss of $89,577 for that year. Exh. 26, at 14.
In 1983, |IRA invested an additional $150,000 in Sherwood and
reported a partnership |loss of $287,165 for that year. Exh. 26,
at 30.

In 1984, IRA transferred its 50-percent partnership interest
in Sherwood to TMI (22.5 percent), Carlco (22.5 percent), and BWK

(5 percent). Exh. 9014 (AJE 7 for 12/31/84); Exh. 69, at 16;
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Exh. 93, at 10; Exh. 114, at 6-7; Petitioners’ Reply Brief at
524-525. Wen IRA distributed its Sherwood Partnership interest
to Carlco, TMI, and BWK in 1984, |IRA reported a gain of $51, 744
on the distribution (apparently representing the difference
between | RA”s capital contributions of $325,000 and partnership
| osses totaling $376, 742 that I RA reported for 1982 and 1983).
Exh. 19, at 5 of 25.

In 1985, IRA reported a long-termcapital |oss of $46, 925
attributable to the sale of a note receivable from Sherwood.
Exh. 20, at 5. IRA reported that it acquired the note receivable
in Cctober 1984 and sold the note for $1,000 on Decenber 1, 1985.
Id. Neither IRA's general l|ledger nor its trial balance |edger
for 1984 reflects the acquisition of a Sherwood prom ssory note.

(tv). Accounting Treatnent

Carlco, TMI, and BWK recorded I RA's cash distributions as
capital contributions, and they recorded IRA's transfers of its
Essex and Sherwood partnership interests as paid-in capital, as

foll ows:
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[ tem Carlco TMI BWK

Cash $1,870,535 $1,870,535 $415,674
Essex distribution (39, 971) (39, 971) (8,882
Essex partnership 20, 377 20, 377 4,528
Sherwood partnership 1 1 1
Recei vabl e 148 148 148
Consent di vi dend 105, 202

Total 1984 additions 1, 851, 090 1, 956, 292 411, 469
Pai d-in capital

Begi nni ng year 7,398 7,398 7,398

Year end 1984 1, 858, 488 1, 963, 690 418, 867
Exh. 69, at 16; Exh. 93, at 10, Exh. 114, at 6-7; Exh. 29, at
18- 20.

At the end of 1984, IRA's records reflected that it
transferred capital contributions and paid-in capital to Carlco,
TMI, and BWK as foll ows:

Carlco ™ML BWK
$1, 856, 942 $1, 962, 144 $417, 321
Exhs. 31, 29.

(v). Additional Capital Contributions to Sherwood
Part nership

Bet ween 1984 and 1987, TMI, Carlco, and BWK nade capital
contributions to Sherwood, and their distributive shares of

Sherwood’ s Partnership itens (incone/losses) were as foll ows:
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™I Carlco BVK

Capi t al | ncone/ Loss Capi t al | ncone/ Loss Capi t al | ncone/ Loss
1984 $41, 400 (%119, 117) 1$41, 400 (%119, 117) $9, 200 (%26, 470)
1985 36, 000 (100, 147) 36, 000 (100, 147) 8, 000 (22, 255)
1986 — ( 74,101) -— 74, 102) - - (16, 468)
1987 11, 137 (121, 462) 11, 135 (120, 817) 2,475 (26, 998)
Total 88,537 (414, 827) 88, 535 (414, 183) 19, 675 (92, 191)

! The record includes a letter fromMeyers to Lisle, dated Oct. 16,
1984, informing himthat TACI applied $40,690 representing Carlco's share of
an installnent paynent that | RA received fromPMs to partially offset $41, 400
that Carlco owed to Sherwood Partnership. Exh. 2073.

Exh. 93, at 4; Exh. 94, at 5; Exh. 96, at 4 (TMI); Exh. 69, at
2, 7; Exh. 70, at 4; Exh. 72, at 4 (Carlco); Exh. 114, at 5; Exh.
115, at 4; Exh. 117, at 2 (BWK).
In 1986, Sherwood changed its nane to Forest Activity.
Exhs. 9013-9015.

b. Transfer of Funds Paid by The Five During 1984 Thr ough
1989 to Carlco, TMI, and BVK

During 1984 through 1989, the noneys paid by The Five to
| RA, other Kanter-related entities, and/or Carlco, TMI, and BW
total ed approximately $4.6 nillion.

(i). Hyatt Corp.

As previously discussed, paynents under the Hyatt/KW
agreenent (after Waver’s 30-percent share) were distributed to
Carlco, TMI, and BWK in a 45/45/10 percent split through KW

Par t ner shi p.
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KW Partnership’'s total source of funds during the
years 1984 through 1989 was $1, 359, 691, which included capital
contributions of $6,100, Hyatt Corp. paynents of $1,103,721, and
| RA | oans of $249,870. Petitioners’ Reply Brief at 538.

| RA made | oans to KW Partnership totaling $30,000, $45, 000,
$38, 000, $48, 000, $20,000, and $68,000 during 1984 to 1989,
respectively. See app. 5 to this report. As of July 30, 1990
(the date KW Partnership filed its tax return for 1989), these
| oans had not been repaid. Exh. 957. These |oans provided a
| arge portion of the funds KW Partnership used to nake
consulting paynents to Ballard’ s and Lisle’s children as
di scussed in additional findings of fact infra pp. 192-194.

During 1984 to 1989, Carlco’'s, TMI's, and BWK' s distributive
shares of the Hyatt Corp. paynments to KW Corp. were $496, 539,
$496, 539, and $110, 342, respectively. Exhs. 61-66, 84-89, 106-
111; Petitioners’ Reply Brief at 538.

One additional matter regarding the Hyatt Corp. paynents
deserves nention. On August 2, 1989, |RA issued checks of
$22,619 each to Ballard and Lisle. After the checks were issued
to Ballard and Lisle, IRA records reflected a transfer of $45,237
to KM Partnership on August 8, 1989. Also on August 8 and 15,
1989, IRA | edger entries reflected that the checks issued to

Lisle and Ballard, respectively, were void. Exh. 36, at 9.



-176-

Despite the fact that IRA's | edger entries showed that these
checks were void, Lisle’'s 1989 return reflected that he actually
cashed the check. Lisle reported the $22,619 on his individual
tax return as inconme fromthe “KIW[sic] Conpany.” Exh. 421,
Statenment 1.

(ii). Frey

The $232, 263 that BJF paid to Zeus during 1984 and 1985 was
not transferred directly to IRA. In 1986, Zeus apparently used
these funds to purchase preferred stock in Wndy Cty Corp. Exh.
9070. Neverthel ess, the anpbunts paid to Zeus roughly equal ed the
ot herwi se unaccounted-for |oans in the aggregate anount of
$250, 000 that I RA made to KW Partnership during the period 1984
to 1989. See app. 5 to this report.

(ti1). Schnitzer/PM

During the period 1984 to 1989, the $2,287,191 in
instal |l ment paynments that |IRA received fromPMs was transferred
to Carlco, TMI, and BWK in a 45/45/10 percent split and treated
as capital contributions.®

(tv). Essex Partnership

From 1984 t hrough 1989, Essex Partnership paid a total of

$623,865 to |RA. See Table 8 and acconpanying citations of the

%1 For a schedule listing the transfers of PMs install nent
paynments fromIRA to Carlco, TMI, and BWK, see app. 6 to this
report.
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record. |IRA distributed these paynents as payables to Carl co,
TMI, and BWK in a 45/45/10 percent split, and they in turn
reported their respective shares of these distributions on their
tax returns. Exhs. 61-66 (Carlco); Exhs. 84-89 (TMI); Exhs. 106-
111 (BWK). Essex Partnership inconme was allocated to Carl co,

TMI, and BWK during 1984 through 1989, as foll ows:

Year Carlco TMC BWK
1984 $59, 957 $59, 957 $13, 324
1985 54,079 54,079 12,018
1986 36, 210 36, 210 8, 047
1987 54,314 54,314 12, 070
1988 52, 903 52, 903 11, 756
1989 23, 277 23, 277 5,173
Tot al 280, 740 280, 740 62, 388

Exhs. 29, 32-36.

c. Carlco, TMI, and BWK Capital Accounts

At the end of 1989, IRA's records reflected that it made
capital contributions and transferred paid-in capital to Carlco,
TMI, and BWK as foll ows:

Carlco ™ML BWK
$2, 938, 173 $3, 320, 267 $652, 250
Exh. 74, at 12-13 (Carlco); Exh. 98, at 9 (TMI); Exh. 119, at 2
(BWK). The $382,094 difference between Carlco’s and TMI' s

capital accounts at the end of 1989 was attributable to TMI" s

accounting for so-called consent dividends during the period 1984
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to 1988.° Notably, TMI reversed the consent dividends in 1989.
Exh. 98, at 9. As a result, Carlco’s and TMI"s capital accounts
at the end of 1989 both equal ed $2, 938, 173.
3. The Disposition of Funds From Carlco, TMI, and BWK for

the Benefit of Ballard, Lisle, Kanter, and Their
Fam li es

a. Ballard' s Use and Enjoynent of TMI's Assets

(1). TIMI's Various Accounts

During the period 1984 to 1989, substantial portions of
TMI' s funds were invested in CDs (American National Bank
(Chi cago) and Wells Fargo Bank (San Francisco)), savings and
money mar ket accounts (Citizen Bank, Wlls Fargo, TAC, and
Kenper Money Market), and a Gol dman Sachs brokerage account.
Exhs. 92-98; Exh. 93, at 7; Exh. 94, at 5-9; Exh. 614, at 2; Exh.
95, at 2, 6; Exh. 9014; Exhs. 614-617. Ballard and his w fe had
signatory authority over the Wel|ls Fargo savi ngs account.
Bal  ard, Transcr. at 223-224.

(1i). Loans From TMI to Ballard and Ballard Entities

Seabright Corp. was owned by the Mary Famly Trust. Mary
Ball ard, Transcr. at 2813-2815, 2823. The beneficiaries of the

Mary Fam |y Trust were Mary Ballard and her three daughters. 1d.

%2 TMI recorded consent dividends of $105, 202, $97, 206,
$82, 633, $31,960, and $65,093 (a total of $382,094) for 1984 to
1988, respectively. Exh. 93, at 11; Exh. 94, at 11; Exh. 98, at
9.



-179-
Kanter served as trustee. 1d. Seabright Corp. owned Seabri ght
Farm | ocated outside Little Rock, Arkansas. 1d. at 2822.°%
TACI s June 30, 1984, trial balance | edger reflected that
| oans had been nade to Ballard, Seabright Trust,® and Seabri ght
Corp. as follows:

Bal | ard Seabri ght Trust Seabri ght Corp.

$10, 000 $11, 300 $29, 840
Exh. 175, at 3-4; Exh. 174, at 93, 95, 97-98.

On August 7, 1984, noney was transferred fromthe TAC
Special E Account to the TACI Special Account designated for
Bal | ard, Seabright Trust, and Seabright Corp. in the follow ng
anount s:

Bal | ard Seabri ght Trust Seabri ght Corp.

$10, 599 $12, 253 $31, 435
Exhs. 5426, 5425, 5416. This transfer of funds had the effect of
elimnating the outstanding | oans from TACI's books and records
in that the | oans were treated as having been paid. Exh. 179, at
29 (ref. Nos. DP080, DPOr9, DPGB1l). In connection with this

transaction, as IRA was transferring funds to Carlco, TMI, and

%  The records of Seabright Corp. were nmaintained at
Ballard’ s residence. Mary Ballard, Transcr. at 2817. Mary
Bal l ard was an officer of Seabright Corp. 1d.

% Ballard believed Seabright Trust invested in tax-
shel tered i nvest nents. Ball ard, Transcr. at 248.
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BWK as capital contributions, book entries were nade reflecting
that the three | oans descri bed above were transferred to TM.
Exh. 93, at 8-9.
From 1984 t hrough 1989, Seabright Trust and Seabright Corp.
recei ved additional |oans from  TMI. The bal ances on these | oans

at the end of each year were as foll ows:

Seabri ght Seabri ght
Year Tr ust Corp. Exhi bi t
1984 $53, 055 $31, 440 93, at 8-9
1985 79, 155 31, 520 94, at 9-10
1986 100, 155 36, 520 95, at 40
1987 100, 155 41, 520 96, at 2
1988 135, 155 41, 520 97, at 2
1989 135, 155 41, 520 98, at 4

The record does not include any prom ssory notes issued in
connection wth the | oans to Seabright Trust or Seabright Corp.
There is no evidence that either Seabright Trust or Seabri ght
Corp. paid interest or principal on the |loans from  TMI. As of
Decenber, 31, 1989, the |oans had not been repaid. Exh. 98, at
4.

From 1984 t hrough 1989, TMI nade | oans totaling $303,943 to
Cl aude Ballard and Mary Ballard. The bal ances due on these | oans

at the end of each year were as foll ows:
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Year (C aude Ballard Mary Ballard Exhi bi t

1984 $10, 599 - - 93, at 4
1985 10, 599 $160, 000 94, at 10
1986 16, 599 160, 000 95, at 4
1987 36, 943 160, 000 96, at 2-3
1988 136, 943 160, 000 97, at 2
1989 146, 943 160, 000 98, at 4

An agreenent dated Decenber 26, 1986, purported to provide
for the repaynent of the $160,000 loan to Mary Ballard with
Macy' s preferred convertible stock that Ballard owned. Exh.

9098. However, TMI's accounting records do not indicate that the
$160, 000 | oan was ever repaid or that the Macy' s stock was
transferred to TMI in accordance with the Decenber 26, 1986
agreenent. Exh. 98, at 4.%

(tit). TMI's Property Transferred to Ballard

In 1986, TMI paid $100,000 to acquire property described in
TMI" s general |edger as “LAND ST. FRANCI S COUNTY [ ARKANSAS]
414.28 ACRE’. Exh. 95, at 4. An adjusting journal entry for
1986 regarding this transaction stated “to record purchase of 2/7
on 414.28 acres in St. Francis County, Arkansas.” 1d. An
adjusting journal entry for 1987 regarding this transaction
stated “to r/c anounts | oaned to C aude for purchase of Fairfield
Planting Co. (See agreenent in file).” Exh. 9014, at 34. The

414. 29 acres of Arkansas |land were no longer listed as a TMI

% As discussed supra p. 158, Kanter and Ballard negoti at ed
the repaynent of this debt in |ate 1992.
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asset. Exh. 96, at 4. Fairfield Planting Co. (Fairfield) was an
S corporation involved in farmoperations in Arkansas. Exh. 95,
at 4; Ballard, Transcr. at 236.

On January 20, 1987, Ballard executed a prom ssory note
whi ch provided that (1) Ballard agreed to pay to TMI, on denmand,
t he principal sum of $100,000, and (2) the note woul d not bear
interest, but TMI was entitled to receive 90 percent of the
“dividends” paid to Ballard by Fairfield. Exh. 9018. At the
sane time, Ballard and Mary Ballard, acting as TMI' s president,
executed an agreenent which stated that (1) Ballard was executing
a promssory note to TMI and was pl edging 1, 000 shares of
Fairfield conmon stock as security for the note, and (2) TMI, as
part of the transaction, agreed to advance in the future “any
deficits incurred by * * * Ballard in the operations of Fairfield
* * * and is to receive 90% of the dividends paid by Fairfield”.
Id. Ballard and Mary Ballard (acting in her individual capacity)
al so executed an assignnent which stated that “for the purpose of
securing the paynent of all indebtedness now owi ng, or which may
at any time hereafter be owng” by Ballard to TMI, the Ball ards
assigned to TMI 1,000 shares of Fairfield comobn stock. 1d.

In 1987, TMI apparently paid an additional $20,344 to
Fairfield, and this anpbunt was treated as an additional |oan to

Bal | ar d. Exh. 96, at 2.
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The Ballards reported Fairfield itens of inconme and | oss on
their 1987, 1988, and 1989 tax returns. Exhs. 391-393.

When Gal | enberger was questioned about the accounting
entries for the Fairfield transaction, she could not recall the
details and suggested Bal |l ard shoul d be questioned on the
matter.® Ballard believed that (1) he owed TMI approxi mately
$200, 000 on the Fairfield transaction, (2) TMI continued to
receive “interest” on the deal, (3) he owned two-sevent hs of
Fairfield, (4) the initial Fairfield investnment was $1, 350, 000
and the investnent had increased in value to approxi mately
$2, 350, 000, and (5) the Fairfield transaction was a good deal for
TMI and a bad deal for Ballard. Ballard, Transcr. at 249-250,
286-288. There is no evidence in the record that TMI ever
recei ved any paynents (interest, dividends, or otherw se)
attributable to Ballard' s prom ssory note descri bed above.

The record is unclear as to whether TMI ever owned shares in
Fairfield that it could transfer to Ballard. Ballard asserted in

Petitioners’ Reply Brief at 625-626 that because Fairfield was an

% Petitioners argued in their Reply Brief at 626 that
respondent failed to establish any relevant facts regarding the
accounting surrounding the Fairfield transacti on because
respondent failed to question Gall enberger about the matter. To
the contrary, respondent’s counsel questioned Gall enberger about
the details of the transaction, and her reply ultimately was “ask
Cl aude”. Gall enberger, Transcr. at 2477-2481.
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S corporation, TMI could not own stock in the conpany. LaRue,
Transcr. at 3587. Nevertheless, TMI's adjusting journal entries
identified the property that was transferred to Ballard as
“Fairfield Planting Conpany” (Exh. 9014, at 34), while TMI' s
general |edger identified the asset that was transferred to
Ballard as | and (not shares of stock). Exh. 96, at 4.9

Gal | enberger could not explain the Fairfield transaction at
all, and Ballard' s testinony regarding the natter was
inconsistent wwth TMI"s general |edger entries. Ballard s
expl anation suggests that (1) Ballard received a TMI asset worth
considerably nore than the anmount recorded on TMI's books, and
(2) Ballard issued a prom ssory note to TMI t hat he never
i ntended to repay.

(tv). Investnent in Melinda Ballard s Conpany

FicomInternational, Inc. (Ficom, was a corporation
organi zed by Ballard’ s daughter, Melinda Ballard, in 1983.
Melinda Ballard, Transcr. at 3721, 3724. In 1986, TMI
transferred $4,000 to Ficomas a |oan. Exhs. 9014, 614. |In

1988, TMI recorded in its trial balance | edger a $15, 000

7 TMI"s general |edger reflected an additional transaction
i nvol vi ng what appears to be separate property in St. Francis
County, Ark., identified as | and val ued at $424,800, along with a
bui | di ng ($25, 200), and buil di ng i nprovenents ($10,925). Exh.
95, at 4.



- 185-
investnment in Ficomstock. Exh. 9014, at 6. The entry included
a handwitten notation “WO in 1989.” 1d.; Exh. 97, at 5. In
1989, TMI recorded in its trial balance | edger a $15, 000 | ong-
termcapital loss onits investnent in Ficom wth an adjusting
journal entry explaining the witeoff as follows: “To w o
wort hl ess stock of Ficomas per note on 1988 TB [trial bal ance]”.
Exh. 9014, at 21 (AJE 6). TMI clained a long-termcapital |oss
of $15,000 related to the Ficomtransaction on its tax return for
1989. Exh. 89, Sch. D. As of Decenber 31, 1989, $1,000 of TMI's
| oan to Ficom had not been repaid. Exh. 98.

(v). Ballard's Disclosures to Goldman Sachs

ol dman Sachs had a conflict of interest policy regarding
partners’ and enpl oyees’ outside business affiliations, which
required a witten request for consent to establish an outside
business affiliation. Exh. 5938, at 3-4. CGoldman Sachs al so had
a private securities transaction policy requiring all partners
and enpl oyees to notify Gol dnman Sachs when they personally becane
involved in any private securities transactions, including an
investnment in a private tax shelter. [d. at 4.

During the period 1987 to 1989, Ballard reported as incone
on his tax returns substantial director’s fees from Seabri ght
Corp. Exhs. 391-393. On COctober 14, 1988, Ballard submtted a

di scl osure statenent to Gol dman Sachs which stated: “I am
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personal ly involved in substantial farm ng operations
individually as well as in partnership form Famly trusts
control two corporations which are simlarly involved.” Exh.
9072. At trial, Ballard testified that the famly trusts
referred to in his disclosure statenent to Gol dman Sachs were the
Bea Ritch Trusts, which purportedly owned I RA (and ostensibly
TMI), and the two corporations he was referring to were TMI and
Fairfield. Ballard, Transcr. at 235-236.

Ballard’ s testinony on this point is inconsistent with his
earlier testinony and is not credible. 1In particular, Ballard
testified that, as of 1987, he owned Fairfield—-there is no
evidence that a trust owned Fairfield. The famly trusts and two
corporations nentioned in Ballard s disclosure statenent were the
Orient Trust (which owned TMI) and Mary Family Trust (which owned
Seabright Corp.).

On June 13, 1989, Gol dman Sachs issued a nmenorandum
regardi ng “Qutside Business Activities and Private | nvestnent”
rem ndi ng Gol dman Sachs personnel of NYSE and NASD rul es that
requi red each general partner and enpl oyee to obtain prior
witten approval with respect to outside business activities and
private investnents. Exh. 5938, at 11. |In response to this
rem nder, on August 2, 1989, Ballard submtted to the Gol dnman

Sachs conpliance departnent a Request for Approval of Qutside
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Busi ness Activities and/or Private Investnents Form Exh. 1029.
In response to a direction to provide a “Conpl ete description of
the investnent or business affiliation. Wat is it and who el se
is involved in it as principals? Does it involve a public or
private conpany?”, Ballard answered, in part: *“Farnl and--Have
been buying and selling for years.” |1d. Ballard did not
identify IRA or TMI as principals and/or private conpanies with
regard to these activities.

When Bal | ard becane the director of an organization called
| CM Property Investors, Ballard submtted to Gol dman Sachs an
“Qut si de Business Activities Information and Request Forni. Exh.
1031. Ballard s involvenent with this organization was through a
“close friend” who controlled the property. 1d. In contrast,
Bal | ard never submtted such a formto Gol dman Sachs with respect
to TMI, which he purportedly was managing for |RA at Kanter’s

request .

(vi). TMI’s Assets

During 1984, 1985, and 1986, TMI had total assets of
$2, 015,911, $2,289,151, and $2,520, 852, respectively. Exhs. 93,
94, 95. TMI's cash holdings during 1984, 1985, and 1986 total ed
$1, 899,873, 1,906,516, and $50, 803, respectively. 1d. By 1986,

TMI had transferred approximately $1.2 mllion to a Gol dman Sachs
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br okerage account and invested approxi mately $900, 000 in real
estate investnents. |1d.

During 1987, 1988, and 1989, TMI had total assets of
$2, 773,138, $3, 240,582, and $4, 855,921, respectively. Exhs.
9014, 96-98. TMI' s cash hol dings during 1987, 1988, and 1989
total ed $232, 635, $243,386 and $492, 817, respectively. 1d.
TMI’ s notes receivable during 1987, 1988, and 1989 total ed
$433,618, $472,618, and $482,618, respectively. I1d. During
1987, 1988, and 1989, TMI's investnents in bonds (including
nmuni ci pal bonds) totaled $1, 102, 948, $1, 288, 862, and $1, 477, 690,
respectively. 1d.

b. Lisle’'s Use and Enjoyment of Carlco's Assets

(1). Carlco’'s Various Accounts

During 1984 through 1989, Carlco’s funds were deposited in
TACI accounts, a brokerage account (Gol dman Sachs), and in bank
accounts (Connecticut National Bank and North Dallas Bank).
Exhs. 527, 610, 611, 612. The mailing addresses for Carlco’s
accounts were Lisle’ s hone address, and Lisle and Donna Lisle

(his wife) had signatory authority over these accounts. |d.°®

% The Lisles and Henry Lisle (Lisle s brother) had
signatory authority on the Gol dnman Sachs brokerage account. Exh.
527.
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(1i). VLisle's Personal Use of Carlco’s Funds

During 1983 to 1991, RW G nenma Trust |° nmade annua
paynents of $2,948.50 to New Jersey Life Insurance Co. Exh.
1121, at 4. RW C nena Trust | nmade these paynents out of annual
| oans of $3,000 froma variety of Kanter-related entities (IFI
TACI, IRA and BWK). 1d. 1In 1985, TACI nade one (and only one)
| oan of $3,000 to RAL Cinema Trust |. |1d.

On April 12, 1985, Lisle wote a check of $3,000 agai nst
funds in Carlco’ s account at Connecticut National Bank to repay a

loan from  TACI. Exh. 612 (April bank statenment, check No. 1011

Bat es 000318). The neno section of this check stated: *“Paynent
on Loan”. 1d. Lisle used Carlco’'s funds to repay the | oan TAC
made to RAL Cinema Trust |. This paynment did not generate a | oan

fromCarlco to RAL Cnema Trust, or a loan fromIRA to the RAL
C nema Trust, or a loan fromCarlco to Lisle, Exh. 70; Exh. 32.
No | oan arose fromthis transaction because the noney in the
Connecti cut National Bank account bel onged to Lisle, and he used
that noney to pay a personal debt.

(ti1). Carlco’ s Assets

During 1984 through 1989, Carlco’ s assets totaled

$1, 967, 188, $2, 327,066, $2,699, 998, $3,078, 545, $3, 728,530, and

® The RAL Cinema Trust |, a Lisle grantor trust, is
di scussed in greater detail infra pp. 195-205, with regard to
| oans fromother Kanter-related entities.
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$4, 404,569, respectively. Exhs. 9015, 61-66. During 1984
t hrough 1989, Carlco’' s assets were invested alnost entirely in
muni ci pal bonds. 1d.

C. Kanter’'s Use and Enjoynent of BWK s Assets

(1). Salaries and Oficer Conpensation Paid to Kanter
and Hi s Son

During 1984 through 1989, Kanter and his son, Joshua Kanter,

received salaries fromBW in the foll owm ng anounts:

Year Burton Kanter Joshua Kanter
1984 $40, 000 - -
1985 40, 000 $9, 000
1986 40, 000 13, 000
1987 30, 000 4, 000
1988 30, 000 - -
1989 30, 000 - -

Tot al 210, 000 26, 000

Exhs. 115-119 (BWK | edgers); Exhs. 106-111 (BWK returns). Kanter
testified, however, that he did not have tine to nmanage BWK
Kanter, Transcr. at 3695.

(ii). Loans

On April 11, 1985, BWK | ent $400,000 to Kanter. Exh. 115,
at 3. By the end of 1987, the $400, 000 | oan had not been repaid.
Exh. 117. In 1988 and 1989, the $400, 000 | oan was reduced by
approxi mately $30, 000 each year by adjusting journal entries
which treated the reduction of the |oan as salary to Kanter.

Exh. 9013, at 1, 11 (AJE 2); Exh. 5504. BW' s |edgers and
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returns reflect interest income fromCDs only, and there is no
i ndi cation that Kanter paid any interest on the $400, 000 | oan.
Exhs. 107-111, 115-1109.

During the period 1987 to 1989, BWK lent a total of $236, 000
to PSAC to support its operations. @allenberger, Transcr. at
1985-1986; Petitioners’ Reply Brief at 636. There is no evidence
that any principal or interest was paid to BWK on these | oans.
| d.

(iii). Gfts

BWK s general |edger for 1986 included an August 4, 1984,
entry for $1,000 which stated: “JANIS (Kanter) G FT.” Exh.
2006. A subsequent entry in BW s general |edger suggests Kanter
rei nbursed BW for the above-referenced gift in March 1987. 1d.
There is no suggestion in the | edger that Kanter paid BW any
interest related to this transaction.

C. Oher Means Used To Transfer Funds for the Benefit of
Ballard, Lisle, Kanter, and Their Respective Fanilies

1. Paynents From I RA, KWW Corp., and KW Partnership

a. | RA Paynments to Ballard and Lisle in 1982

In 1982, Ballard received $12,500 from|IRA as a director’s
fee. Exh. 473. Ballard asserted he was not an |IRA director and
t he paynment was for consulting services. Ballard, Transcr. at

218.
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On March 2, 1982, IRA paid Lisle $1,157.84. Exh. 606 (Bates
No. 0003209).

b. Consulting Fees Paid by KW Corp. and KW Partnership
to Ballard’'s and Lisle's Adult Children

Melinda Ballard and Karen Ballard Hart were Ballard s
daughters. Melinda Ballard, Transcr. at 3720; Hart, Transcr. at
2776. Any Al brecht was Lisle’ s daughter, and Thomas Lisle was
Lisle’s son. Albrecht, Transcr. at 914; Thomas Lisle, Transcr.
at 927.

In 1982, KW Corp. began paying Thomas Lisle, Any Al brecht,
and Melinda Ballard $1, 000 each per nonth by checks drawn on the
TACI Special E Account. Exh. 17, at 16, |. 23; Kanter, Transcr.
at 3644-3645; Exh. 9100. These paynents continued during 1983.
Exh. 18, at 20; Exh. 935; Melinda Ballard, Transcr. at 3723;
Thomas Lisle, Transcr. at 930-931.

Beginning in 1984, after KW Corp. was |iquidated, Thomas
Lisle, Ary Al brecht, and Melinda Ballard continued to receive
$1, 000 each per nmonth fromthe newy formed KW Partnership.

Exh. 176 (multiple pages 2-20). In Novenber 1984, Karen Ballard
Hart al so began receiving $1, 000 per nonth from KW Part nershi p.
Id. at 18. These paynents generally continued until 1989. Exhs.

476, 9009.
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The paynents to the Ballard and Lisle children from KW

Corp. and KW Partnership total ed $323, 000, as sunmari zed bel ow.

Year KWl Partnership KW Cor p.
1982 - - $21, 000
1983 - - 36, 000
1984 $38, 000 - -
1985 147, 000 - -
1986 49, 000 - -
1987 48, 000 - -
1988 48, 000 - -
1989 236, 000 - -

Tot al 266, 000 57, 000

1 Melinda Ballard received a total of $11,000 in 1985 and
$13,000 in 1986. Melinda Ballard, Transcr. at 3743-3744.

2 O the $36,000 paid in 1989, Lisle' s children received at
| east $18,000, and Ballard s children received at |east $12,000.
Exhs. 431, 957.

Exh. 17, at 16, |. 23 (1982); Exh. 18, at 20 (1983); Exh. 176, at
2, 5, 6, 8, 11, 12, 13, 15, 16, 18, 20; Exh. 475, at 1, 3, 5, 6,
8, 10, 12, 14, 16, 18, 20; Exh. 479; Al brecht, Transcr. at 919
(1984 to 1989).

In early February 1990, after the Internal Revenue Service
began exam ning Ballard s, Kanter’s, and Lisle’s tax returns for
the years at issue, Kanter sent letters to Ballard’ s and Lisle’'s
children termnating their “consulting arrangenent”. Exhs. 476,

9009. In his letter to Any Albrecht, Kanter stated that

“fundanental ly no services appear to have been perforned for a
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nunber of years”. Exh. 476. Kanter expl ai ned why Al brecht
continued to receive the nonthly paynents as foll ows:

Regrettably, from* * * [IRA's] point of view (clearly
not yours), M. Freeman was preoccupi ed during that
time wwth other personal difficulties that were
protracted and distractive of his attention in
virtually every respect. | do not believe you are
aware of any of those difficulties and there is no need
to dwell on the point, other than to tell you that
during that tinme, he paid no attention to the
activities of * * * [IRA] and its affiliates, and those
who were sinply adm nistering tasks on behalf of * * *
[IRA] routinely continued to make paynents to you since
they had no contrary instructions.

Exh. 476, at 2; Al brecht, Transcr. at 921. The record includes a
nearly identical letter that Kanter wote to Thomas Lisle. Exh.
9099; Thomas Lisle, Transcr. at 937.

2. Additional Loans

a. | RA Loans to Kanter

| RA I ent various anounts to Kanter during the period 1982 to
1989. Exhs. 25, 26, 29, 32-36. By the end of 1989, Kanter owed
$600,000 to IRA. Exh. 36, at 6. There is no evidence of notes
for these | oans, and there is no evidence that any principal or
interest was paid on these | oans.

b. Loans to Ballard, Lisle, Their Fanmly Menbers,
and Their Trusts

(1). Ballard’s Grantor Trusts

Ballard was the settlor of the follow ng grantor trusts,

with the trustees and beneficiaries, as indicated:
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Type of Trust

Trust nane trust est abl i shed Trustee Beneficiary Exhi bi t
CMB G nena G antor 10/ 23/ 73 Kanter/ Ballard's 5102
Wi sgal wi fe and
children
CvB G nena |1 G ant or 7/ 15/ 75 Kant er Ball ard’ s 5020
w fe and
children
Sunmmi t G ant or 6/ 3/ 80 Weisgal Ballard's 5105
w fe and
children
Seabri ght G ant or 11/ 2/ 81 Kant er Bal lard’s 5001
children

' In 1979, the CMB G nenm Trust was divided into 10 separate trusts.
Exh. 5102.

On May 29, 1976, CMB Ci nema Venture Partnership was forned.
Exh. 5104. The partners were the CVMB C nema Trust (10 percent)
and the CVMB Cinema Trust Il (90 percent) with respect to the
Division B participation. 1d. sch. A

(1i). VLisle’s Grantor Trusts

Lisle was the settlor of the followng grantor trusts with
the trustees and beneficiaries as indicated:

Type of Trust
Trust Name Trust Established Trustee Beneficiary Exhi bi t

RW. Ci nema Grantor 10/23/73 Kant er Lisle's 5019
descendant s

RN Cinema |1 G ant or 7/ 15/ 75 Kant er Lisle's 5000
w fe and
children

Baski ng Ri dge G ant or 6/ 3/ 80 Weisgal Lisle's 5103
w fe and
children

Ballard’ s CMB Ci nena Trust was fornmed on the sane day as
Lislees RAL G nema Trust (October 23, 1973), Ballard's CvB C nenma
Trust Il was formed on the sane day as Lisle’s RAL G nema Trust

Il (July 15, 1975), and Ballard’'s Summt Trust was fornmed on the
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sane day as Lisle s Basking Ridge Trust (June 3, 1980). W shal
refer to these various entities collectively as Lisle s grantor
trusts and Ballard s grantor trusts.

(tit). International Films, Inc.

International Filns, Inc. (IFl), was incorporated in
Septenber 1973. Exh. 955. As of August 31, 1986, |IRA owned 71
percent of IFlI’'s voting stock. 1d. |RA s general |edger
reflected that its basis inits IFl stock was $65, 000. Exh. 34,
at 7. At the end of 1987, CvMB C nena Venture also was an IF
shar ehol der. Exh. 5932.

| RA | ent substantial suns to IFlI, and, as of January 1987,
| FI owed $507,708 to IRA. Exh. 34, at 2. As discussed bel ow,
Ballard’ s and Lisle’'s grantor trusts borrowed substantial suns
fromIFl to invest in IFl tax shelters.

(1v). Harbor Exchange Lending Operation

Har bor | nvestnents, Inc., was incorporated on July 21, 1978,
and its stated business purpose was investnents. Exh. 153, at
19. The firm s nane was changed in fiscal year endi ng August 31,
1980, to Harbor Exchange Lending Operation (HELO. Exh. 156, at
22. Active Business Corp. (Active) owned 100 percent of the
voting stock of HELO and THC owned 100 percent of Active's
stock. Exh. 156, at 12, 21. THC filed a consolidated return

with both Active and HELO for the fiscal years endi ng August 31
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1978, 1979, 1980, and 1984. Exh. 153, at 18, 19, 25; Exh. 154,
at 24, 27; Exh. 156, at 22; Exh. 157, at 6.
Before 1983, IRA transferred $1, 189,900 to HELO purportedly
as loans. Exh. 26, at 23.

(v). Loans to Lisle and Hi's Trusts

During the 1970s and 1980s Kanter-related entities,
including IRA, 1FlI, TACI, BW, and HELO nmade | oans of nore than
$200,000 to Lisle and Lisle’s grantor trusts. Exh. 1120; Exh.
1121, at 2-4; Exh. 5016, Exh. 5932; Exh. 9006, at 2.

(vi). Loans to the Ballards and Their Trusts

During the 1970s and 1980s, Kanter-related entities,
including IRA, 1FlI, TACI, HELO and TMI, made | oans of nore than
$550,000 to Ballard, his famly nenbers, and Ballard s grantor
trusts. Exh. 1119; Exh. 1122; Exh. 5911; Exh. 5932; Exh. 9189;
Exh. 9005, at 2, I. 18 (AJE 9); Exh. 174, at 93, 95; Exh. 175, at
3- 4.

| RA transferred receivabl es of $160,400 and $500 due from
Ballard, individually, to IFlI in exchange for receivabl es due
fromIFl in |like amounts. Exh. 9005, at 4, |l. 24-26 (AJE 21);
Exh. 26, at 28.

(vit). Witeoff of Loans and O ai ned Losses

Before the end of 1983, HELO |l ent $95,000 to Lisle s Basking

Ri dge Trust and $106,200 to Ballard’s Sunmit Trust. Exh. 9006,
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at 2 (AJE 9); Exh. 1104. By the end of 1983, a transaction took
pl ace between | RA and HELO which had the effect of (1) decreasing
| RA” s out standi ng receivabl es due from HELO by $201, 200, ( Exh.
9006, at 2 (AJE 9); Exh. 26, at 23), and (2) increasing |RA | oans
to Basking Ridge Trust and Sunmit Trusts by $201, 200. Exh. 9006,
at 2 (AJE 9); Exh. 26, at 26. In short, |IRA obtained HELO s
recei vabl es due from Baski ng Ridge Trust and Summt Trust. IRA's
adjusting journal entry stated that the purpose of this
transaction was “to adjust for |oans nmade to Baski ng Ri dge and
Summit via HELO (renove HELO fromm ddle).” Exh. 9006, at 2, I.
16. Sinultaneously with this book entry transaction, Basking
Ri dge Trust was credited with a paynent of $10, 300, |eaving
$84, 700 due on its loan, and Summit Trust was credited with a
payment of $10, 100, |eaving $96, 100 due on its |l oan. Exh. 26, at
26. IRA then transferred to IFI the receivabl es due from Basking
Ri dge Trust and Summit Trust for a receivable of $180, 800 due
fromlIFl. Exh. 9006, at 5 (AJE 27).

Loans to Ballard, Lisle, and their grantor trusts were
either sold for $1 or witten off as bad debts as described in

the foll owi ng steps.
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foll ows:
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Step 1

| FI

hel d recei vabl es due from

and their grantor trusts totaling $582, 646, as

Recei vabl es

Bal | ard
Bal | ard
CvMB Ci nena
CVB ||
Summi t
CvMB Ci nena
Vent ur es
Subt ot al
Li sl e
RA. C nema
RAL |1
Baski ng Ri dge
Subt ot al
Tot al

Exh. 9019, at 3; Exh. 5932; Petitioners’

Addi tionally, as of Decenber

17,

$35, 748
160, 900
70, 650
16, 675
96, 100

250
$380, 323
$28, 284
21, 500
67,839
84, 700
202, 323
582, 646

Reply Brief at 572.

1987, I FI held recei vabl es due

fromthe entities and individuals totaling $538,013, as foll ows:

| Fl

Recei vabl es

Safari Trust
HGA C nema
El k I nvest.
Interalia
Har gen
THC
Aber nat hy
Tot al

Petitioners’

Reply Brief at 572.

$98, 450
133, 695
76, 500
125, 000
8, 000
29, 500
67,098
538, 243
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Step 2
As previously nmentioned, |IRA held a receivable of $507, 648
due fromIFl. Exh. 34, at 2. On Decenber 17, 1987, IRA
exchanged its $507, 648 receivable due fromIFl for all of IFl’'s
remai ni ng assets, which included a partnership interest in 1984
Devel opnent Partnership (assigned a value of $55,288), and IFl’s
recei vables |isted bel ow

| FI Recei vabl es

Bal | ard $35, 748
Bal | ard 160, 900
CMB Ci nenma Trust 70, 650
CvMB Ci nenma Trust |1 16, 675
HELO (re: Summit) 96, 100
CMB C nenma Vent ures 250
Li sl e 28, 284
RA. C nema 21, 500
RAL Cinema || 67, 839
HELO (re: Basking

Ri dge) 84, 700
Safari Trust 98, 450
HGA C nema 133, 695
El k I nvest. 76, 500
Interalia 125, 000
Har gen 8, 000
THC 29, 500
Aber nat hy 67,098

Tot al 1,120, 889

Petitioners’ Reply Brief at 573-576; Exh. 9019
Step 3
MAF, Inc. (MAF), was a subsidiary of a Kanter-related entity
known as Conputer Placenent Services, Inc. @Gllenberger,

Transcr. at 2025-2027. Albert Mrrison, Jr., a CP.A , served as
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MAF' s president as a favor to Freeman. Morrison, Transcr. at
4505, 4513, 4519. Mrrison was a longtinme friend of Kanter.
Morrison, Transcr. at 4518.

Sinmul taneously with the transfer of IFlI's receivables to I RA
(l'isted above), IRA sold 10 of the receivables (wwth a face val ue
of approxi mately $800,000) to MAF, Inc., for $1 per receivable or
a total of $10. Exh. 5911, at 6 (AJE 9, II. 17-29); Exh. 5911
at 9 (AJE 23, |Il. 26-28); Exh. 34. The 10 receivables in
question were those of Safari Trust, CVB Cinema Trust, CVMB C nema
Trust Il, RAL G nema Trust, RAL Cnema Trust |, HGA C nemm
Trust, Elk Investnent Partnership, Inter Alia, Hargen, and HELO
(the Basking Ridge Trust and Summt Trust notes). Exh. 5911, at
6 (AJE 9); Petitioners’ Reply Brief at 574.

Step 4

Wth regard to Ballard s prom ssory notes (totaling
$196,648) and Lisle’'s prom ssory note ($28,284), |IRA s adjusting
journal entries for 1987 reveal that IRA (1) substantially
di scounted the value of these notes, as well as a smnal
recei vable due from CvB C nema Ventures (Exh. 5911, at 7 (AJE
12)), and (2) wote off the balances, $84,889 due fromBallard
and $12,185 due from Lisle, as bad debts. Exh. 5911, at 10 (AJE
28, lines 15-19). |[IRA's adjusting journal entry stated that this

transacti on was undertaken “to wite-off worthl ess notes.” Exh.



-202-
34, at 5 (acct. Nos. 1210 and 1211); Exh. 5911, at 10 (AJE 28,
l[ines 15-19). |IRA clained a bad debt | oss with respect to
Ballard’ s and Lisle’'s notes on its tax return for 1987. Exh. 22.

By the end of 1987, IRA still held a receivable of $485, 825
due from HELO and a receivabl e of $345,869 due fromCedilla
| nvest ment Co. Exh. 9189. On Decenber 22, 1987, IRA sold to MNAF
for $1 the HELO and Cedilla I nvestnent Co. receivables totaling
$831,692. Exh. 34, at 13, first entry; Exh. 5911 (AJE 32, |ast
page) .

On Decenber 22, 1987, IRA also sold its interest in 1984
Devel opnent Partnership to MAF for a prom ssory note for $1, 000.
Exh. 9189. |IRA clained a long-termcapital |oss of $22,862
attributable to this transaction on its 1987 tax return. Exh.
22, Schedul e D.

Morrison (through MAF) entered into the transactions with
| RA descri bed above nerely as an accommbdation to Kanter.
Morrison, Transcr. at 4530. After purchasing the notes from | RA,
MAF did no other business. Mrrison, Transcr. at 4517.

By the end of 1987, neither Ballard nor Lisle owed any
portion of their original |oans totaling $196, 648 and $28, 284,
respectively, to either IRA or IFI. CMB G nema Ventures no

| onger owed $250 to either IRA or IFI. Likewi se, Ballard s and
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Lisle’s grantor trusts’ original |oans totaling approxi mately
$357, 000 were no longer owed to IRA or IFI. Exh. 34.

In 1987, Ballard reported $2, 400, 252 of total incone on his
Federal inconme tax return, including $212,309 of interest and
di vidend i nconme and $1, 018, 367 of capital gain income. Exh. 391.
In 1987, Ballard had the resources to repay either IRA or IFl the
| oans he had received individually and through his trusts.
Al though RA wote off Ballard' s receivable as a bad debt,
Ballard did not report the discharge of this indebtedness as
inconme on his 1987 tax return or on subsequent returns. Exhs.
391- 393.

In 1987, Lisle reported $746,923 of total income on his
Federal inconme tax return, including $255,707 of interest and
di vidend incone. Exh. 418. In 1987, Lisle had the resources to
repay either IRA or IFl the | oans he had received individually
and through his trusts. Although IRA wote off Lisle’'s
recei vable as a bad debt, Lisle did not report the discharge of
this i ndebt edness as income on his 1987 tax return or on
subsequent returns. Exhs. 418-421.

Neither Ballard, Lisle, nor their grantor trusts paid any
interest to IFl or IRA on the |loans to them which were
subsequently witten off as bad debts or sold for $1. Exhs. 383-

393, Exhs. 417-421; Exhs. 954, 955 (IFl returns). The record
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does not include | oan docunents or notes evidencing the loans to
Ballard, Lisle, and their grantor trusts.

At the end of 1987, IRA sold its IFlI stock to Gall enberger
for $1. Exh. 5912, at 7 (AJE 6). |In addition to receiving the
| FI stock, Gallenberger was given $3,000 identified as accounting
fees. Exh. 9020; Exh. 35, at 12. [IRA clained a |long-term
capital loss of $65,000 attributable to this transaction on its
1987 tax return. Exh. 22, Schedule D

In March 1989, approximately 2 years after |IFl transferred
recei vabl es of $1,120,889 to IRA, IFl filed for bankruptcy. Exh.
627. At the time of the bankruptcy filing, Gallenberger was
| FI's vice president, and she owned 100 percent of its stock. At

the time of IFI’'s bankruptcy, |IFI owed debts to the follow ng

creditors:
Creditor Reason Ampunt of d ains
| RS 1984 t axes $5, 500
Kant er Legal services 750
Neal , Gerber
& Ei senberg Legal services 550
PSAC Servi ces 700
| & Cor p. Servi ces 775
Tot al 8,275

Exh. 627.
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(viii). Loans to Lisle’s RW Cinema Trust During
1988 to 1990

In 1988, the year after IRA wote off Lisle s |oans and the
loans to RAL Cinema, RAL Cinema |1, and Basking R dge Trust, as
descri bed above, | RA nade another |oan of $6,000 to the RAL
C nema Trust. Exh. 1121, at 4; Exh. 35, at 4. |In addition,
Kanter lent a total of $6,000 to Lisle’s RAL C nema Trust during
1989 and 1990. Exh. 1121, at 4.

D. Sunmmary of Funds Paid by The Five to IRA and Disposition

of Those Funds for the Benefit of Kanter, Ball ard,
Lisle, and Their Fanmlies

The following table is a summary of the funds paid by The
Five to I RA during 1977 through 1989 and the disposition of those
funds for the benefit of Ballard, Lisle, Kanter, and their

respective famlies.
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Table 11
Total funds | RA received from The Five 1977-89 $9, 665, 663
IRA Distributions to Carl co/ TMI/ BWK 1984- 89
I RA capital contributions 1984-89 (6,528, 596)
I RA noncapital contributions 1984 (44, 411)
KW distributions (973, 158)
Essex distributions (623, 865)
(8,170, 030) (8,170, 030)
Tot al 1, 495, 633
Distributions to Ballard and Lisle,
their famly nenbers and their
fam ly/grantor trusts (as opposed to
transfers to Carlco, TMI and BVK)
(Spread sheet bel ow) (904, 304)
591, 329
CvB CcvB CvB
Ballard’ s Ci nema Ci nema Sunmi t Ci nema Bal |l ard's
Sour ce Bal | ard Tr ust Trust 11 Tr ust Vent ur es Fam |y Tota
| RA $35, 748 $70, 650 $16, 675 $96, 100 $250 --
Loans 160, 900 —- —- —- —- —-
KW
(1983) —- —- —- —- —- $12, 000
(1984-89) —- —- —- —- —- 128, 000
I RA
Direc-
tor’'s
fee 12, 500 —- —- —- —- —-
Tot al 209, 148 70, 650 16, 675 96, 100 250 140, 000 532, 823
Lisle's RAL Cnema RW Cinenmm Basking Ridge Lisle's
Sour ce Lisle Tr ust Trust 11 Tr ust Fam |y
I RA
Loans $28, 284 $67, 839 $21, 500 $84, 700 --
-- 6, 000 -- -- --
I RA
Payment 1, 158 —- —- —- —-
KW
(1983) -- -- -- -- $24, 000
(1984- 89) -- -- -- -- 138, 000
Tot al 29, 442 73, 839 21, 500 84, 700 162, 000 371,481
904, 304

1 The $591,329 difference can be accounted for by way of the ampunts |IRA (and
Zeus) invested in (1) Frey's partnerships (at |east $100,000), Sherwood Partnership
($325, 000), PMs ($150,000), and the $18,000 IRA transferred to Carlco, TMI, and BWK
in 1983 in exchange for conmon stock. These ampunts (totaling $593,000) were
unavail able for distribution to Carlco, TMI, and BWK
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E. Paynents Made by The Five to THC and Its Subsidi ari es
During 1981 Through 1989

Schaffel, Frey, and Essex Partnership nade paynents to THC
and its subsidiaries during 1981 through 1989 totaling $3, 909, 369

as set forth in the follow ng tabl e:

Table 12

Year Schaf f el Frey Essex Tot a
1981 -- $80, 616 -- $80, 616
1982 -- -- $70, 538 70, 538
1983 -- 16, 200 64, 125 80, 325
1984 $600, 000 113, 827 109, 013 822, 840
1985 1, 160, 000 256, 557 98, 325 1,514, 882
1986 1, 003, 500 -- 65, 835 1, 069, 335
1987 -- 33,570 98, 753 132, 323
1988 -- -- 96, 188 96, 188
1989 - - —- 42,322 42,322

Tot al 2,763, 500 500, 770 645, 099 3, 909, 369

See Tables 4, 6, 8; Petitioners’ Reply Brief at 645-646.

During 1984 to 1986, Schaffel made paynents to THC totaling
$2, 763,500 representing Kanter’s share of fees that Schaffel
earned arranging Travelers financing for Walters's projects.

During 1981 through 1987, Frey nmade paynents to THC totaling
$500, 770. These paynents included shares of devel opnent and
managenent fees pursuant to Kanter’s and Frey’' s oral agreenent,
as well as shares of profits from Prudential projects and
devel opnent fees from projects not involving Prudenti al
properties pursuant to the Frey/ THC agreenent. These paynents
served to conpensate Kanter for using his influence to obtain

Prudential projects for Frey and for using his influence to bring
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weal thy investors to Frey' s projects not involving Prudenti al
properties.
During 1982 through 1989, Essex Partnership nmade paynents to
THC total i ng $645, 009 representing cash distributions on THC s
partnership interest. These paynents served to conpensate Kanter
for obtaining hotel managenent contracts for MHAM

F. Di stribution of Funds From THC t o Kant er

The paynments THC received from Schaffel, Frey, and Essex
Partnership during the years at issue generally were deposited
into THC s bank account. Petitioners’ Reply Brief at 646.

During 1983, THC transferred $2,335,298 fromits account to
TACI s accounts. Exhs. 148, 149, 174; Petitioners’ Reply Brief
at 646.1°° These transfers were identified in THC s general
| edgers as investnents, |oans, or repaynents of | oans.
Petitioners’ Reply Brief at 647. During 1983, $1, 339, 843 was
transferred from TACI's accounts back to THC identified as
returns on THC s investnents, |oans from TACI, and repaynents of

earlier loans fromTHC to TACI. Exh. 5406, Petitioners’ Reply

100 See app. 7 to this report.



- 209-
Brief at 647-648.°" At the end of 1983, THC had $392,539 in
TAClI’s accounts. Petitioners’ Reply Brief at 648-649.

During 1984, THC transferred $1,194,000 fromits bank
account to TACI’'s accounts. Exhs. 149, 150; Petitioners’ Reply
Brief at 649.12 These transfers were identified in THC s general
| edgers as investnents, |oans, or repaynents of |oans.
Petitioners’ Reply Brief at 649-650. During 1984, $756, 300 was
transferred from TACI's accounts to THC s account, and in nost
i nstances these transfers were identified as returns on THC s
i nvestnments. Exh. 5406; Petitioners’ Reply Brief at 650-651. 1%
By the end of 1984, the net increase in THC s funds deposited
with TACI was $434,700, for a total of approximtely $827, 000.
Petitioners’ Reply Brief at 651-652.

During 1983 and 1984, a total of $1,525,458 was transferred
fromthe TACI Special Account to Kanter’s personal bank account

identified as | oans and retai ner fees, as foll ows:

101 See app. 8 to this report. Only portions of THC s
general |edgers were provided to respondent. Neverthel ess, at
the end of 1983, THC had approxi mately $400, 000 renmaining in TAC
accounts. Petitioners’ Reply Brief at 648-649; Exh. 174.

102 See app. 9 to this report.

103 See app. 10 to this report.
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Transfer Anmount Appendi x
1983 (I oans) $407, 458 11
1984 (| oans) 909, 000 12
1983 (retainer fees) 24,000 13
1984 (retainer fees) 24, 000 14
1984 (| oans) 161, 000 15
Tot al 1, 525, 458

Exh. 9078; Petitioners’ Reply Brief at 654-655.

Kanter’s personal bank account records for the period
Decenber 1982 through Decenber 1984 show that Kanter nmade
wi thdrawal s for his personal benefit and the benefit of his
famly. Exh. 5408 (itens 1-730); Petitioners’ Reply Brief at
652- 653.

As of October 31, 1987, Kanter had outstanding | oans from
TACI totaling $1, 346,641. Exh. 9113; Petitioners’ Reply Brief at
656- 657.

As di scussed, supra pp. 64-65, TAC filed for bankruptcy in
February 1988. Lawrence Korrub, TACI’s bankruptcy attorney,
never received the records that TACI maintained for Kanter and
his related entities because Gal |l enberger sent TACI's books and
records, including the bank statenments and cancel ed checks
related to the TACI Special E and TACI Special Accounts, to
Kanter. Gallenberger, Transcr. at 1970-1973. There is no
evi dence of notes for any of the funds transferred fromthe TAC

accounts to Kanter’'s personal bank account, nor is there any
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evi dence that Kanter repaid the approximately $1.3 mllion that
he owed TACI at the tinme of its bankruptcy. Considering all of
the circunstances, we infer that Kanter directed the transfer of
THC S funds into TACI's accounts as well as the subsequent
transfers from TACI’'s accounts into his personal bank account.
Kanter did not intend to return these funds to either TACI or THC
because these funds bel onged to Kanter.

G The Flow of Funds From Four Ponds and One Ri ver Through
FPC Subventure to Kanter and Lisle

As previously discussed, Kanter acquired an 8-percent
l[imted partnership interest in Four Ponds Partnership and
transferred that partnership interest to FPC Subventure
Partnership. Lisle acquired a 90-percent interest in FPC
Subventure Partnership in exchange for a $2,880 prom ssory note.
Kanter then acquired an 8-percent limted partnership interest in
One River Partnership and transferred that interest to FPC
Subventure Partnership in exchange for a $2,000 prom ssory note.
As a result of his interest in FPC Subventure Partnership, Lisle
indirectly held partnership interests in Four Ponds Partnership
and One River Partnership. FPC Subventure Partnership s primary
sources of inconme were Four Ponds Partnership and One River

Partnershi p. Exhs. 914-917.
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Four Ponds Partnership and One River Partnership (1)
reported net | osses for 1981 to 1984 and 1987 to 1989 totaling
$1,067,131, and (2) made cash distributions to its partners in
1981 to 1984 and 1987 to 1989 totaling $731,080. Respondent’s
Opening Brief at 349-350, par. 1016; Petitioners’ Reply Brief at
663- 664; Exhs. 125-134 (Kanter); Exhs. 417-421 (Lisle); Exhs.
9090- 9094 (FPC Subventure Partnership tax returns and Schedul es
K-1 for Four Ponds Partnership and One River Partnership).
Approxi mately 7 percent of Four Ponds Partnership’ s and One River
Partnership’s | osses, described above, flowed through to Lisle
from FPC Subventure Partnership. Exhs. 417-421.

The cash distributions nmade to FPC Subventure Partnership
from Four Ponds and One River were deposited into the TAC
Special E Account. Exh. 205; Exh. 176, at 10, 15; Exh. 174, at
126-127. Shortly after the noney from Four Ponds and One River
was deposited into the TACI Special E Account, 90 percent of that
money was distributed directly to Lisle. Exh. 176, at 10, 15;
Exhs. 914-917; Exh. 5415. During the period 1981 to 1989, Lisle
received a total of $682,520 in cash distributions from FPC
Subventure Partnership. Exhs. 9090-9094, 417-421. A Schedule K-

1 that FPC Subventure Partnership issued to Lisle for 1989 showed

104 FPC Subventure Partnership’s tax returns for 1985 and
1986 apparently were not nmade part of the record.
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that his capital account at the end of 1989 was negative
$2, 745, 636. Exh. 9092.

A Schedule K-1 that Four Ponds issued to Kanter for 1989
showed t hat Kanter/FPC Subventure Partnership’ s capital account
at the end of 1989 was a negative $1, 288, 755. Exh. 215. A
Schedul e K-1 that One River Partnership issued to Kanter for 1989
showed t hat Kanter/FPC Subventure Partnership’ s capital account
at the end of 1989 was negative $1,767,981. Exh. 9094.

FPC Subventure Partnership was a conduit that Kanter used to
transfer to Lisle a share of the paynents that Schaffel nade to
THC on Travel ers transactions from 1984 to 1986.

V. Additional Findings of Fact Reqardi ng the Exani nation
Process and Sunmobns Enforcenent Proceedi ngs

As previously discussed, the Kanters paid a snall anount of
Federal incone tax for 1978. The Kanters filed tax returns for
1979 to 1989 reporting no tax liability.

A. Failure To Cooperate During the Audit

During the |ate 1980s, the I RS began an exam nati on of
Kanter’'s and IRA's tax returns. Lunk, Transcr. at 1040-1042.
When Kanter nmet with I RS exam ners and they requested certain
docunent ati on, Kanter infornmed the exam ners that he would franme

the issues in the case, not the |IRS. Di on, Transcr. at 831-834.
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In connection with the Kanter exam nation, |IRS agents
interviewed Lisle on January 10, 1990 (Exh. 2030), and Ballard in
February 1990. Lunk, Transcr. at 1040. After these interviews,
the RS began to examne Lisle’s and Ballard s tax returns.

It was during this period that (1) Kanter wote to Ballard' s
and Lisle’s children and explained that he was term nating their
purported consulting agreenents, (2) Ballard and Lisle began to
be paid for managing Carlco and TMI, and (3) Kanter began to
negotiate with Ballard and Lisle regarding the |oans |IRA wote
of f as bad debts in 1987.

During the exam nation process, Kanter, Ballard, Lisle, and
their associates failed to produce information the I RS requested
orally and/or through witten information docunent requests.

Lunk, Transcr. at 1042-1050, 1059. Kanter produced only
docunents related to Schedul e A deductions under exam nati on.
Lunk, Transcr. at 1056-1057; Dion, Transcr. at 832-835, 837-838.
Kanter, Ballard, and Lisle failed to produce records sought by
the I RS concerning their grantor trusts and other rel ated
entities. Lunk, Transcr. at 1057-1058.

B. | RS Summonses

The I RS i ssued summonses to Ballard, Lisle, Schott, and

Gal | enberger (in her individual capacity and as an officer of



-215-

PSAC, which purportedly possessed docunents pertaining to Kanter,
Ballard, and Lisle (and related entities)).®

The summons to PSAC dated October 1, 1990, requested, in
part, docunents pertaining to PSAC, IRA and its subsidiaries, THC
and its subsidiaries, BW, and the Bea Ritch Trusts. The summons
request ed production of the cash receipts journals, cash
di sbursenent journals, general |edgers, subsidiary |edgers, and
| edgers for all bank accounts including the TACI Special E
Account. Exh. 9046. The sumons al so requested production of
docunents pertaining to any corporations or partnerships in which
Kanter, his famly, and/or his famly trusts were sharehol ders.
| d.

C. Summons Enf or cenent

In addition to the sumonses descri bed above, the IRS served
sumonses on Admi nistrative Enterprises, Inc. (predecessor to
PSAC), PSAC, Zion, and BK Children’s Trust (the four Kanter-
related entities) during 1990 and 1991. In 1994, the Governnent
filed with the U S. District Court for the Northern District of
II'linois a petition to enforce the four summonses. On April 4,
1994, the District Court issued an order to show cause why the
four Kanter-related entities should not be conpelled to conply

with the four summonses. The District Court conducted hearings

105 See app. 16 to this report.
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related to the Governnent’s petition on April 20 and May 19,
1994. At the latter hearing, Wisgal testified that at the tine
he received the summons served on himas trustee of the BK
Children’s Trust (one of the 25 Bea Ritch Trusts), sone of the
docunents, including docunents relating to the Kanters, had been
turned over to TACI and sone docunents had been discarded as part
of a 3-year record retention and discard policy. See United

States v. Adm nistration Co., 74 AFTR 2d 94-5252, 94-2 USTC par.

50,479 (N.D. Il11. 1994); Exh. 9047--Mem Op. and Ord. of My 20,
1994.

Gal | enberger testified at the May 19, 1994, hearing that
docunents relating to TACI were never returned to her from TAC s
bankruptcy counsel . She testified that many records of PSAC,
Adm ni strative Enterprises, Zion, and the Kanters no | onger

exi sted. Gallenberger testified that she di sposed of sone

106 During TACI's bankruptcy proceedi ng, the only docunents
t hat Korrub, TACI’s bankruptcy counsel, may have received from
TACI were copies of its tax returns. He received none of the
books and records of TACI's clients. Korrub, Transcr. at 1807-
1808.

In any event, the docunents which were the subject of the
| RS sunmons enforcenent proceeding did not include TACI's tax
returns. The summons sought the books and records of one primary
“client”, nanely, the Kanters, relating to transactions involving
the Kanters for 1983, 1985, 1986, 1987, and 1988. United States
V. Adm nistration Co., 74 AFTR 2d 94-5256, 94-2 USTC par. 50, 480
(N.D. II'l. 1994), affd. 46 F.3d 670 (7th Gr. 1995). These
records were not given to Korrub; instead, Gallenberger gave them
to Kanter. @Gallenberger, Transcr. at 1969-1973.
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docunents after receipt of the IRS sunmmons. United States v.

Adm nistration Co., supra; Exh. 9047--Mem Op. and Ord. of My

20, 1994.

The District Court concluded that none of the summoned
docunents were produced and the Kanters and the four Kanter-
related entities acted in bad faith in failing to conply with and
bl ocki ng enforcenent of the summonses. The District Court
ordered Gal |l enberger, on behalf of PSAC, to appear before the IRS
by May 24, 1994, and produce the records sought by the summobnses.

United States v. Administration Co., supra; Exh. 9047--Mem Op.

and Ord. of May 20, 1994.

Al t hough Gal | enberger appeared before the IRS and testified
and produced sone docunents on May 24, 1994, she did not search
all of the records in her possession but instead | ooked in every
fifth, sixth, or seventh file. On June 10, 1994, the Governnent
filed with the District Court a notion to hold Gall enberger in
contenpt. On June 22, 1994, the District Court held a further
hearing. The District Court noted that PSAC operated nuch like a
regi stered agent and a docunent repository primarily for the
benefit of Kanter-related entities, and nost of PSAC s over 2000

files related to Kanter. United States v. Adnmnistration Co., 74

AFTR 2d 94-5256, 94-2 USTC par. 50,480 (N.D. I11. 1994), affd. 46
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F.3d 670 (7th Gr. 1995); Exh. 9047--Mem Op. and Ord. of June
22, 1994, at 3-4.

During the June 22, 1994, hearing, Gallenberger explained to
the court that she produced very few docunents because very few
of PSAC s docunents related to transacti ons between the subject
entities and PSAC. The District Court rejected Gall enberger’s
narrow i nterpretation of the sunmmons and concl uded the summons
fairly enconpassed all the docunents in the possession of PSAC in
any manner related to the Kanters or Kanter-related entities.

The District Court also concluded that Gall enberger’s sanpling of
docunents did not discharge her duty to nake all reasonable
efforts to conply with the court’s order. Finding a “glaring
deficiency in her conpliance”, the District Court, by order dated
June 22, 1994, held Gallenberger in contenpt of court and granted
her until July 1, 1994, to purge herself of contenpt by fully

conplying with the court’s order. United States V.

Admi nistration Co., 74 AFTR 2d 94-5256, at 94-5258, 94-2 USTC

par. 50,480, at 85,772; Exh. 9047--Mem Op. and Od. of June 22,
1994, at 4-5.

Gal | enberger appealed the District Court’s order of June 22,
1994, holding her in civil contenpt, to the Court of Appeals for

the Seventh Crcuit. The Court of Appeals affirnmed the D strict
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Court’s order. See United States v. Admnistrative Enters., 46

F.3d 670 (7th Gr. 1995).

D. Requests for Production of Docunents

PSAC mai nt ai ned records for Kanter, a nunber of his famly
trusts, and IRA and THC. Before trial, there were “agreenents
* * * [between respondent and petitioners] that certain third
party production [records of THC] would be nade”. Shortly before

the cl ose of discovery, the agreenent fell apart. United States

V. Admnistration Co., 74 AFTR 2d 94-5252, at 94-5255, 94-2 USTC

par. 50,479, at 85,770. Kanter first promsed to produce THC s
books and records in the possession of PSAC and then, in early
February 1994, notified respondent that the THC records were
records of third parties over whom Kanter had no control. 1d.
Kanter’s position was that THC was a third party and di scovery on
Kanter was not discovery on THC. Dick, Transcr. at 2509. 1In the
sumons enforcenent proceedings, the District Court found that
this “el eventh-hour” change of position by the Kanters was

i ndicative of bad faith on the part of the Kanters. United

States v. Admnistration Co., 74 AFTR 2d 94-5252, at 94-5254, 94-

2 USTC par. 50,479, at 85, 769.
At the start of the trial in these cases, respondent issued
subpoenas to various Kanter-related entities requesting

production of docunents. Exh. 9045. In addition to the books
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and records of IRA, THC, Carlco, TMI, and BWK, respondent
request ed production of docunents relevant to determ ning the
ownership of these entities, including stock | edgers and records
of stockholders. At the start of the trial, Kanter’'s counsel
informed the Court that no docunents woul d be produced because
t he subpoenas were served on Gall enberger and she was not the
custodi an of records for IRA, THC, Carlco, TMI, and BWK. D ck,
Transcr. at 26-27. Kanter’s counsel infornmed the Court that
Kanter was the custodian of the records in question. Dick,
Transcr. at 26-27. Respondent then served Kanter w th subpoenas
for the docunents in question. Transcr. at 28.

Petitioners produced conplete THC trial bal ances only for
1980 and 1981. Exhs. 5850, 5851. Respondent possessed from
prior audits (1) partial general |edgers of THC for 1983, 1984,
and 1985, Exhs. 148-150, and (2) partial trial balances of THC
for 1983 and 1984, Exhs. 161-162; Gall enberger, Transcr. at 2510-
2511. There are no conplete recei pts and di sbursenent journals,
general |edgers, or trial balances for THC for 1980, 1981, 1982,
1985 (partial), 1986, 1987, 1988, and 1989. Accordingly,
paynments made by Schaffel, Frey, and Eulich/Essex Partnership to
THC are not traceable through THC s books and records.

Gal | enberger had in her possession the records of THC for

1986, 1987, and 1988 and at sone point turned those records over
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to Kanter. @Gallenberger, Transcr. at 2510, 2713. After
respondent requested production of the THC records, Kanter never
asked Gal | enberger for them (Gallenberger, Transcr. at 2517.
Kant er possessed THC s records but failed to produce them

Kanter al so possessed the books and records of | RA TM,
Carl co, and BWK. \Wen respondent requested production of the
records of IRA, TMI, Carlco, and BWK, they had to be retrieved
from Kanter. @Gallenberger, Transcr. at 2714-2715.

Gal | enberger and Kanter possessed records relevant to
determ ning the ownership of IRA and THC. At the summons
enforcenment hearing, Gallenberger testified that she had the
informati on avail abl e to decide, herself, the ownership of any of

PSAC s clients. United States v. Adnmnistration Co., 74 AFTR 2d

94-5256, 94-2 USTC par. 50,480 (N.D. Il1. 1994); Exh. 9047--Mem
Op. and Ord. dated June 22, 1994, at 6.

Nei t her Gal | enberger nor Kanter produced stock | edgers for
| RA, THC, Carlco, TMI, or BW K. Wth respect to Carlco, TMI, and
BWK, the only docunents Kanter produced concerning ownership were
copies of initial stock certificates show ng that the Kanter,
Ballard, and Lisle famly trusts owned the preferred stock of
BWK, TMI, and Carlco, respectively, and a copy of an initial
stock certificate showi ng that | RA owned the common stock of

these entities. No docunentary evidence was introduced to show
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whet her ownershi p changed fromthe initial issuance dates of the
stock certificates that Kanter produced.

When the trustees of Kanter’s famly trusts, Baskes and
Wi sgal, were asked to produce docunents, they, |ikew se, failed
to do so, on the ground that they did not have the requested
information in their possession. Wisgal, Transcr. at 469-470;
Baskes, Transcr. at 574-578.

PSAC had a “policy” of refusing to turn docunents over to
anyone other than their owner. Exh. 429; Exh. 9021, at 4,
Gal | enberger, Transcr. at 2733-2734.

OPI NI ON

A. The Parties’ Positions

Respondent determ ned that (1) Kanter, Ballard, and Lisle
earned the noneys The Five paid to | RA, THC, and other Kanter-
related entities during the years at issue; (2) Kanter |ater
directed and all ocated nuch of that noney to hinself, Ballard,
and Lisle primarily through BW (10 percent), TMI (45 percent),
and Carlco (45 percent), respectively; and (3) Kanter and Lisle
shared fees that Schaffel paid to THC on Travel ers transactions
(with Lisle receiving a portion of his share through FPC
Subvent ure Partnership).

Respondent first contends that | RA, THC, Carlco, TMI, BVK,
and other Kanter-related entities were shanms and/ or nothing nore

than the alter egos of Kanter, Ballard, and Lisle. 1In the
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alternative, respondent maintains that, by directing The Five to
remt their paynments to IRA and THC, and distributing those
paynments to Carlco, TMI, BWK, and others, Kanter, Ballard, and
Lisle violated the assignnment of incone doctrine. Finally,
respondent asserts the Court should reallocate the incone in
di spute to Kanter, Ballard, and Lisle pursuant to section 482, 1%

Petitioners assert the paynents from The Five were earned
and properly reported as taxable incone by IRA THC, and ot her
Kanter-related entities. Petitioners also dispute respondent’s
assertion that the paynents from The Five represented kickback
paynments to Kanter, Ballard, and Lisle. Petitioners deny that
any ki ckback schene exi sted.

The Comm ssioner’s deficiency determnations normally are
presunmed to be correct, and the taxpayer bears the burden of

proof. Welch v. Helvering, 290 U S. 111, 115 (1933). On the

ot her hand, the Conm ssioner bears the burden of proof with

regard to (1) any increase in the deficiency raised in the

pl eadi ngs, and (2) any case involving the issue of fraud with

intent to evade tax. Rule 142(a) and (b); see sec. 7454(a).
There is no dispute the paynents from The Five constituted

taxabl e inconme to the persons or entities that earned the incone.

107 The STJ report, at 84, incorrectly stated that
respondent inproperly attenpted to raise sec. 482 for first tinme
on brief. The record reflects that respondent tinely raised the
issue in his anendnent to answer. |In addition, contrary to
petitioners’ argunents, respondent raised this issue on brief.
See Respondent’s Opening Brief at 449-550, 553.



-224-
Thus, the first issue in these cases is a sinple one: D d
Kanter, Ballard, and Lisle earn the paynents from The Five?

B. The Assignnent of | nconme Doctrine

In United States v. Basye, 410 U. S. 441, 450 (1973), the

Suprene Court reiterated the | ongstanding principle that incone
is taxed to the person who earns it, stating: “The principle of

Lucas v. Earl, [281 U S 111, 115 (1930)], that he who earns

i ncone may not avoid taxation through anticipatory arrangenents
no matter how clever or subtle, has been repeatedly invoked by
this Court and stands today as a cornerstone of our graduated
income tax system” For a nore recent formulation of this

principle, see Conm ssioner v. Banks, 543 U. S. 426 (2005)

(hol ding a contingent-fee agreenent should be viewed as an
anticipatory assignnent to the attorney of a portion of the
client’s income fromany litigation recovery).

When paynents are remtted to a corporation, as is the case
here, a question may arise whether the corporate entity earned
the incone. GCenerally, a corporate entity will be recogni zed for

tax purposes. In Mline Props. Inc. v. Conm ssioner, 319 U S

436, 438-439 (1943), the Suprenme Court established the follow ng
test for determ ning whether a corporation wll be recognized as
a separate taxable entity:
The doctrine of corporate entity fills a useful
purpose in business life. \Wether the purpose be to

gai n an advantage under the |aw of the state of
i ncorporation or to avoid or to conply with the demands
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of creditors or to serve the creator's personal or
undi scl osed conveni ence, so long as that purpose is the
equi val ent of business activity or is followed by the
carrying on of business by the corporation, the
corporation remains a separate taxable entity. * * *
[Fn. refs. omtted.]
On the other hand, if a corporation (or another legal entity such
as a trust or partnership) was not fornmed for a substanti al
busi ness purpose, and does not engage in actual business
activities, the corporate entity anounts to a shamthat my be

di sregarded for tax purposes. See Helvering v. difford, 309

U S 331 (1940); Gegory v. Helvering, 293 U. S. 465 (1935).

Avoi ding taxation is not a legitimte business activity in the

nor mal course. Natl. lInvestors Corp. v. Hoey, 144 F.2d 466, 468

(2d Cir. 1944).

Even if a corporation is not a sham because it is engaged in
sone legitimate business activity, paynents to a corporation may
neverthel ess be reallocated to another person or entity under the
assi gnnent of incone principles nentioned above. |In a corporate
context, particularly in cases involving closely held personal
service corporations, the determnation of the true earner of

i nconme can be difficult. I n Johnson v. Conm ssioner, 78 T.C

882, 890-891 (1982), affd. wi thout published opinion 734 F.2d 20
(9th Cir. 1984), a professional athlete who had conveyed the
exclusive rights to his personal services to a corporation
contended that the corporation, rather than he, was taxable on

anounts paid directly to it by his enployer. Recognizing that a
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corporation can act only through its enpl oyees and agents, this
Court set forth two requirenents that nust be nmet before the
corporation, rather than the service-perform ng individual, can
be considered to control the earning of the inconme. These
requi renents are: (1) The corporation nust have had the right to
direct or control the individual’s activities in sonme neani ngful
manner, and (2) there nust exist between the corporation and the
person or entity using the services a contract or simlar
i ndi ci um recogni zi ng the corporation’s controlling position.
Id. at 890-891.

The U. S. Courts of Appeals for the Seventh Crcuit and the
Federal Circuit apply a nore flexible facts and circunstances

approach. Schuster v. Conm ssioner, 800 F.2d 672, 677-678 (7th

Cir. 1986), affg. 84 T.C. 764 (1985); Fogarty v. United States,

780 F.2d 1005, 1012 (Fed. Gir. 1986).

In United States v. Newell, 239 F.3d 917 (7th Gr. 2001),

the Court of Appeals for the Seventh Crcuit addressed both the
assi gnnment of inconme doctrine and concepts of alter ego in a
factual setting analogous to the facts presented in these cases.
In Newel |, the taxpayer was president and a 50- percent
sharehol der of LPM Inc. (Inc.), a commobdity trader. Pursuant to
a contract, Inc. earned a fee of $1.3 mllion froma client
during 1993, and the taxpayer directed the client to pay the fee

to LPM Ltd. (Ltd.), a Bernuda corporation. Neither the
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t axpayer, Newell, nor Inc. reported the paynent to Ltd. as
i ncone. The taxpayer subsequently was convicted of willfully
filing fal se Federal inconme tax returns for 1994 for both hinself
and I nc.

On appeal, that taxpayer argued in pertinent part that the
Governnent was i nproperly allowed to proceed on an assi gnnent of
i ncone theory and the Governnent failed to prove its case beyond
a reasonabl e doubt. The taxpayer asserted that Inc. assigned its
contract to Ltd., and, therefore, the $1.3 nmllion paynent was
taxable to Ltd. The Court of Appeals rejected the taxpayer’s
argunent s.

Wth regard to the assignnment of income doctrine, the Court
of Appeal s st at ed:

To shift the tax liability, the assignor [taxpayer/

Inc.] nust relingquish his control over the activity that

generates the incone; the income nust be the fruit of the

contract or the property itself, and not of his ongoing

i ncome- produci ng activity. * * * This neans, in the case

of a contract, that in order to shift the tax liability to

t he assignee the assignor either nust assign the duty to

performalong with the right to be paid or nust have

conpl eted perfornmance before he assigned the contract;

otherwse it is he, not the contract, or the assignee, that

i s producing the contractual inconme--it is his incone, and

he is just shifting it to soneone else in order to avoid

paying inconme tax onit. * * * []1d. at 919-920.]

In addition to these points, the Court of Appeals noted that it
was not entirely accurate for the taxpayer to assert he was
prosecut ed under the assignnment of inconme doctrine where it was

not clear there in fact was an assi gnnent and, even if there was,
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t he assignnment was a shaminasmuch as the taxpayer attenpted to
transfer his incone to his alter ego (Ltd.). 1d. at 920; see

Leavell v. Conm ssioner, 104 T.C 140 (1995) (holding that

conpensati on paid by Houston Rockets to a wholly owned personal
service corporation of one its players was includable in the
pl ayer’s gross incone).

Bef ore proceeding, we shall first explain, as conpletely as
possi bl e, why we have rejected as manifestly unreasonable certain
of the credibility determ nations and associ ated | egal
conclusions in the STJ report.

C. FErrors in the STJ Report 108

The STJ report was based on two fundanental m sconceptions
regardi ng respondent’s position which resulted in (1) conpelling
evidence largely being ignored, (2) credibility determ nations
regarding The Five that were not relevant to a determ nation
whet her a ki ckback schene exi sted anong Kanter, Ballard, and
Lisle, and (3) credibility determ nations regardi ng Kanter,

Ball ard, and Lisle that were manifestly unreasonable. A detailed
exam nation of the substantial record in these cases, along with
a review of the parties’ posttrial briefs, denonstrates that the

ultimate hol ding recomended in the STJ report, i.e., that

108 We observe at the outset that the STJ report is
organi zed in an unorthodox fashion. Although organized in
separate sections | abel ed “General Findings of Fact” and
“Di scussion”, the Discussion portion of the report includes
findings of fact that are not contained in the General Findings
of Fact portion of the report.
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Kanter, Ballard, and Lisle did not participate in a kickback
schene, is directly contradicted by the overwhel m ng objective
evidence in these cases and thus is manifestly unreasonabl e.

As outlined below, the STJ report reflects a fundanental
m sunder st andi ng regardi ng respondent’s theory as to the neans
and manner by which Kanter, Ballard, and Lisle conducted the
ki ckback schene. Further, the analysis in the STJ report is
based on the m sconception that respondent conceded |IRA, THC and
other Kanter-related entities were not shans. As a result, the
guestion of the validity of these entities was never broached.
These errors and others are explored in greater detail bel ow

1. The STJ Report Reflects a M sunderstandi ng of
Respondent’s Theory Reqgardi nqg the Kickback Schene

In rejecting respondent’s assertion that Kanter, Ball ard,
and Lisle earned, received, shared, and failed to report as
i ncone a substantial anount of kickback paynents, the STJ report,
at 72-77, repeatedly enphasizes that Frey, Schaffel, Schnitzer,
and Eulich uniformy denied that their paynents to | RA, THC, and
other Kanter-related entities were intended to conpensate Ball ard
or Lisle in any way. These statenments reveal the STJ report is
based on a fundanental m sunderstanding of respondent’s theory
regardi ng the organi zation and operation of the kickback schene.
Respondent argued that Kanter, Ballard, and Lisle did not
di scl ose their schene to Schaffel, Frey, Schnitzer, and Eulich

Respondent’ s Opening Brief at 568-567, quoted supra p. 71
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i ncl uded a di scussion describing the kickback schene as a matter
that generally was known only to Kanter, Ballard, and Lisle.
Respondent theorized that Ballard and Lisle agreed to steer
Prudential business to The Five (and Lisle agreed to steer
Travel ers business to Schaffel) with the understandi ng that
Kanter woul d share with Ballard and Lisle any fees he was able to
obtain from The Five. In other words, respondent conceded that
Schaffel, Frey, Schnitzer, and Eulich were not aware Ball ard and
Lisle were using their influence to steer business to them |In
respondent’s view, Schaffel, Frey, Schnitzer, and Eulich sinply
agreed to pay Kanter if he was successful in influencing his
clients and other wealthy contacts in the real estate industry to
generate business for them Having m sconstrued respondent’s
position, the STJ report repeatedly cites the testinony of
Schaffel, Frey, Schnitzer, and Eulich as conpelling evidence in
support of its conclusion that Kanter, Ballard, and Lisle did not
engage in a kickback schene.

We acknow edge the STJ report also credits Kanter and
Ballard’ s testinony, and Lisle' s statenent to I RS agents, that
they were not engaged in a kickback schene. As we shall discuss
in significant detail below, it was manifestly unreasonable to

gi ve any credence to this testinony.
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2. Di scussi on Regardi ng Assi gnnent of | ncone

The STJ report, at 81, erroneously states that respondent
conceded IRA, THC, and other Kanter-related entities were not
shans for tax purposes. |In fact, Respondent’s Opening Brief at
718 stated in pertinent part:

Respondent asserts that the evidence shows that the

famly owned entities [including IRA, THC, TMI, Carl co,

and BWK] shoul d be di sregarded as separate taxable

entities. Alternatively, if not disregarded, they are

not taxable on the noneys paid by The Five under the

assignment of income doctrine and the ‘controller of

the i ncone” anal ysis.

Respondent’ s Opening Brief at 719-723 is devoted entirely to the
argunent that IRA, THC, and other Kanter-related entities were
shans that shoul d be disregarded for tax purposes.

Proceedi ng on the m sconception that respondent conceded | RA
and THC were valid entities for tax purposes, the STJ report, at
81-82, summarily concludes that the assignnment of incone doctrine
is inapplicable to paynents | RA and THC received from PM5, Essex
Part nershi p, and Hyatt/KW Corp. because “IRA and/or THC owned
the property interests or property rights that generated the
income in question.” No consideration is given to whether IRA' s
and THC s interests were nomnal or illusory. In connection with
the foregoing, the STJ report, at 82-84, concludes the paynents
from Frey and Schaffel to I RA and/or THC did not represent an

assi gnnent of inconme because “IRA and THC * * * exercised
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significant control over Kanter’'s activities”, ' and Frey and
Schaffel both entered “into an agreenent to obtain the services
fromIRA and/or THC.” Again, no consideration is given to
whet her IRA and THC nerely served as Kanter’s alter egos.
Because respondent never conceded that | RA and THC were not
shans, these portions of the STJ report are manifestly
unr easonabl e. 110

3. Failure To Address Respondent’s Fl ow of - Funds Ar gunent

The STJ report, at 81 note 35, states that respondent’s
ki ckback theory was “unsupported by the evidence”. Wat is
| acki ng, however, is any nention or discussion of respondent’s
detailed fl ow of-funds analysis. W can only conclude the STJ
report did not contain an analysis of the flow of funds because
of the m sconception that respondent conceded I RA, THC, Carl co,
TMI, BWK, and other Kanter-related entities were not shans. A
t hor ough eval uati on of the evidence concerning the flow of funds
is crucial to a just and proper determnation in these cases.

4. | nconpl ete Di scussi on Regardi ng Loan Arrangenents

The STJ report, at 78-80, rejects respondent’s argunment that

Bal l ard and Lisle received portions of their shares of the

109 There are no recommended findings of fact in the STJ
report in support of a finding that I RA or THC exerci sed
significant control over Kanter. As discussed below, the record
shows just the opposite.

110 The question whether | RA and THC were shans al so was
particularly relevant to respondent’s determ nation that Kanter,
Ballard, and Lisle were liable for additions to tax for fraud.
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ki ckback paynents through I oans fromIRA to Ballard and Lisle,
their famly nenbers, and grantor trusts. Although the STJ
report nentions that |oans were extended to Ballard and Lisl e,
individually, as well as to their famly nmenbers, no attenpt was
made to quantify those loans, and there is little indication any
consi deration was given to respondent’s argunent these | oans were
shans; i.e., the |oans were not properly docunented, no princi pal
or interest was ever paid on the |oans, and sone of the |oans
ultimately were witten off as bad debts or sold for $1.

The STJ report, at 79, does include a brief discussion of
the validity of loans to Ballard' s and Lisle s grantor trusts.
The STJ report, at 79 note 32, rejects Kanter’s testinony that
| RA made nonrecourse |loans to Ballard s and Lisle s grantor
trusts because the novie investnents underlying those | oans “were
particularly promsing”. The STJ report acknow edges a | ender
operating at arms |ength woul d have demanded sone financi al
guaranty or collateral fromthe grantors of those trusts before
extendi ng those | oans. The STJ report al so acknow edges t hat
Bal |l ard and Lisle were val uabl e busi ness contacts to Kanter and
Kanter traded on those contacts to obtain “business arrangenents
with other third parties”. |1d. at 79. Despite these
observations, the STJ report sinply concludes Kanter “may have
hel ped to arrange favorable | oans for Ballard and Lisle out of

gratitude for their friendship and the busi ness advant ages t hat
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friendship conferred” upon Kanter.!! ]d. at 80. A detailed
anal ysis of the nmagnitude, validity, and treatnent of all | oans
that Ballard, Lisle, and their grantor trusts received fromlRA,
| FI, BWK, and other Kanter-related entities is lacking in the STJ
report.

5. Di scussi on Regardi ng Consulting Paynents to Ballard' s
and Lisle’'s Adult Children

Much |i ke the | oan di scussion outlined above, the STJ
report, at 80-81, acknow edges Kanter may have consi dered the
consulting arrangenments wth Ballard s and Lisle’s adult children
to be “favors” to Ballard and Lisle. The STJ report then
rationalizes the consulting paynents by pointing out that Ballard
and Lisle managed TMI"s and Carlco’s assets at no charge to IRA
until 1990. Significantly, although recognizing the possible
rel ati onship between the consulting paynents to the Ballard and
Lisle children and Ballard’ s and Lisle’s managenent of TMI and
Carlco, the STJ report fails to explore the circunstances
surrounding Kanter’s term nation of the consulting paynents in
1990 and Kanter’s nearly sinultaneous decision to begin
conpensating Ballard and Lisle for managing TMI and Carlco. At

the very least, these circunstances raised the question whether

11 The STJ report, at 80 note 34, also refers to FPC
Subventure Partnership as another exanple of a favorable
transacti on between Kanter and Lisle, and it acknow edges t hat
the record fails to disclose whether Lisle repaid Kanter for his
90- percent interest in that partnership. However, the STJ report
does not contain any further recommended findings of fact with
respect to this transaction.
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the consulting paynents constituted i ncone assigned by Ballard
and Lisle to their children. As discussed in detail infra pp.
293-295, a close examnation of Kanter’'s letters termnating the
consulting paynents to the children is indicative of an attenpted
coverup of that question

6. Mani festly Unreasonable Credibility Determ nati ons

a. Testinmbny O fered by The Five

As previously discussed, because respondent asserted that
Kanter, Ballard, and Lisle did not disclose their kickback schene
to Schaffel, Frey, Schnitzer, and Eulich, the conclusion in the
STJ report that The Five testified credibly that they did not
intend for their paynents to IRA or THC to serve as kickbacks to
Ballard and Lisle is not dispositive of the matter.

b. Ball ard' s Testi nony Reqgardi ng the Hyatt Transacti on

The STJ report, at 76 note 29, states that Ballard' s
testinony that he discussed the Hyatt/KW fee agreenent with A N
Pritzker “dispels the notion that there was col |l usion between
Ball ard, Lisle, Kanter, and Waver with respect to [ Waver’s
finder's] fees.” Ballard s testinony |acked credibility. First,
the testinmony was self-serving on its face and uncorroborated by
any other witness. Second, A N Pritzker seened intent upon
keepi ng the Hyatt/ KW agreenent a secret, even within the
Pritzker famly, and, therefore, it seens inplausible that A N

Pritzker woul d have spontaneously volunteered this information to
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Bal | ard, or anyone el se at Prudential. Ballard did not offer any
expl anation why A N. Pritzker revealed the information to him
Finally, even assum ng Ballard had such a conversation with A N
Pritzker, indignation was the natural reaction any forthright
Prudenti al executive would have had to the disclosure. Ballards
i ndi gnation, however, was feigned. A critical exam nation of the
flow of funds clearly and convincingly shows that Ball ard earned
and received a share of the Hyatt Corp. paynents under the
Hyatt/ KW agreenent after the paynents passed through I RA, KW
Partnership, and TMI. Ballard had unfettered use, enjoynent, and
control over TMI"s funds, and he surely did not want to discl ose
his role in the Hyatt transaction to A.N. Pritzker. Thus, the
recommended conclusion in the STJ report that Ballard s testinony
was sufficient to dispel the notion there was “collusion” anong
Ball ard, Lisle, Kanter, and Waver with regard to the paynents
that Hyatt Corp. remtted to KW Corp. was manifestly
unr easonabl e.

C. Kanter’'s Testi nony Regardi ng Deconsoli dati on

The STJ report, at 81 note 35, treats as credible Kanter’s
testinony that Carlco, TMI, and BWK were renoved fromIRA s
consol i dated group for tax-reporting purposes because Kanter was
concerned about the inpact of Carlco’s investnents in tax-exenpt
bonds on IRA's interest deductions. Wile Kanter’s explanation

may have seened plausible with regard to Carlco, it did
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absolutely nothing to explain why it was necessary or desirable
to renmove TMI and BWK from | RA's consolidated group. Considering
all the circunstances surrounding Carlco, TMI, and BW, see
di scussion infra pp. 278-288, Kanter’s testinony |acked
credibility. Carlco, TMI, and BWK were renoved fromIRA s
consolidated group in 1984 to reflect the reality that those
entities were owned and controlled by Lisle, Ballard, and Kanter,
respectively, and each would be responsible for its own tax
lTabilities going forward.

d. Kanter’'s Testi nony Regardi ng | RA

The STJ report, at 83 note 36, treats as credible Kanter’s
testinmony that he served as an adviser, attorney, and consultant
to | RA and he nade reconmendations to Freeman and Wi sgal, who
made final decisions regarding IRA's investnents. This
credibility determ nati on was mani festly unreasonabl e i nasnuch as
(1) Kanter conceded that, for several years during the 1980s,
Freeman was too concerned with his own | egal woes to nmanage | RA,
and (2) Weisgal could recall little about IRA's operations. As
di scussed infra pp. 276-278, IRA was sinply Kanter’s alter ego,
and Kanter’s testinony to the contrary |acked credibility.

e. Kanter's, Ballard' s, and Lisle's Denials

The STJ report, at 72-81, treats as credible Kanter’s and
Ballard’ s testinony, and Lisle’' s statenent to I RS agents, that

they were not engaged in a kickback schenme during the years at
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issue. As discussed in detail below, these credibility
determ nations were mani festly unreasonabl e because there is
overwhel m ng obj ective evidence of record, particularly through a
critical evaluation of the flow of funds, which denonstrates that
with so-called capital contributions, |oans that were never
repaid, and ot her paynents to Kanter, Ballard, and Lisle and
their famlies, IRA transferred to Carlco and/or Lisle, TMI
and/or Ballard, and BWK and/or Kanter, in a roughly 45/45/10
percent split, all of the paynents from The Five (and nothing
nmore). The flow of -funds anal ysis al so denonstrates that Kanter,
Bal |l ard, and Lisle had unrestricted use and enjoynent of the
assets IRA transferred to BW, TMI, and Carlco, and they treated
t hose assets as their owmn. Simlarly, the flow of-funds anal ysis
denonstrates that Kanter and Lisle shared the paynents that The
Five made to THC

D. Summary of Kanter’'s, Ballard' s, and Lisle's Transactions
Wth The Five

1. An Overview

The record in these cases presents an overwhel m ng anount of
testi nony and docunentary evidence in support of respondent’s
determ nations that Kanter, Ballard, and Lisle earned incone in
the formof the paynents from The Five that were remtted to |IRA,
THC, and their subsidiaries. Consistent with our findings of
fact as set forth above, and all the inferences that fairly may

be drawn fromthose facts, we conclude the statenents in the STJ
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report to the effect that Kanter, Ballard, and Lisle testified
credibly they were not engaged in a kickback schene during the
years at issue are manifestly unreasonabl e.
W have often enphasized that fraud nmay be proved by
circunstantial evidence because direct evidence of fraud

generally is not available. See, e.g., N edringhaus v.

Comm ssioner, 99 T.C. 202, 210 (1992). Mre often than not (and

as is certainly the case here), fraud can be established only
t hrough circunstantial evidence and the inferences to be drawn

therefrom See, e.g., D Leo v. Conm ssioner, 96 T.C. 858, 874

(1991).

There is direct evidence the paynents from The Five to | RA
and THC represented incone earned by Kanter. The transactions in
guestion in these cases, however, were carried out in such a way
that respondent must rely on circunstantial evidence in support
of his determ nation that Ballard and Lisle earned substanti al
portions of the paynents from The Five. There is no direct
evi dence that Kanter, Ballard, and Lisle agreed to share the
paynments from The Five, nor is there nuch in the way of direct
evidence that Ballard and Lisle used their influence to steer
Prudential or Travel ers business to The Five. As explained
bel ow, however, there is plenty of evidence that Kanter, Ball ard,
and Lisle had the opportunity and wherewithal to carry out the

al l eged schene. Ballard and Lisle certainly were in a position
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to influence Prudential and Travelers to award business to The
Five, and to varying degrees they were directly involved in the
decisions that led to Prudential’s and Travel ers’ busi ness
dealings with The Five. Those factors, in conbination with the
flow of funds—the fairly precise division of the proceeds of the
schene anong the three--renove all doubt in these cases in
respondent’s favor. W conclude that all the circunstances, when
gat hered together and viewed as a whole, constitute conpelling
and unm st akabl e evidence that Kanter, Ballard, and Lisle earned
the incone in question and Kanter’s and Ballard’s conduct in
these matters was fraudul ent. 1!?

Kanter, an experienced and know edgeabl e tax attorney,
established a conpl ex web of corporations, partnerships, and
trusts as part of a plan to receive, disguise, |aunder, and
distribute paynents from T The Five to hinself, Ballard, and Lisle.
The conpl ex | aunderi ng nechani sm of sham cor porations and ot her
entities that Kanter put together included anong others IRA THC,
Carl co, TMI, BWK, KW Partnership, Essex Partnership, Zeus, |Fl
HELO TACI, and PSAC.

Bal |l ard and Lisle were sophisticated and experi enced
busi nessnmen who held two of the highest ranking executive

positions within the real estate division at Prudential’s

112 The Court of Appeals for the Fifth Crcuit has already
ruled that Lisle is not liable for additions to tax for fraud.
Estate of Lisle v. Conm ssioner, 341 F.3d 364 (5th Cr. 2003).
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national headquarters. Ballard |later was a partner at Gol dman
Sachs. Lisle later held the highest ranking executive position
within the real estate division at Travelers. Kanter, Ballard,
and Lisle fully understood and appreciated their obligations to
report inconme correctly and to pay taxes on that incone. It was
a conflict of interest for Ballard or Lisle to have received
conpensation in any way (directly or indirectly) with funds
Kanter received in connection with introductions he nmade to
Ballard or Lisle. Exh. 2030, at 31.

Kanter had many influential clients and busi ness contacts
i nvol ved in comrercial property managenent and maj or hot el
managenent busi nesses. Kanter represented the Pritzkers (the
founders of Hyatt Corp.) and had | ongstanding friendships with
Ball ard and Lisle. Thus, Kanter marketed hinself as nore than
just an attorney to his clients and cormercial real estate
pr of essi onal s—he offered additional services such as raising
capital and using his influential contacts to generate business.
In return for these services, Kanter demanded and routinely
recei ved a percentage or share of the fees and profits that the
busi ness opportunities generated for his business associ ates.

Beginning in the early to md-1970s, Kanter, Ballard, and
Li sle concluded that, with Ballard s and Lisle's positions of

authority at Prudential, and Kanter acting as a broker/
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internmediary, the three together could generate and share
enornmous fees and profits. The three nmen recognized that
Kanter’'s skills as an attorney, conbined with his client list and
busi ness contacts in the commercial real estate industry, neatly
conplenmented Ballard' s and Lisle’s ability to influence
Prudential’s business decisions pertaining to its large
commercial real estate hol di ngs throughout the country.
Accordingly, without disclosing Ballard s and Lisle s direct
roles in the schene, Kanter approached various busi nessnen,
i ncludi ng Schaffel, Frey, Schnitzer, and Eulich, and offered to
assist themin raising capital and/or obtaining property
managenent contracts for their businesses in exchange for a share
in the fees or profits generated by these business opportunities.
Al t hough Kanter arranged to have these fees and profits paid to
| RA or THC (or their subsidiaries), Schaffel, Frey, Schnitzer,
and Eulich uniformy stated that they were relying on Kanter, and
Kanter alone, to provide themw th the additional business
opportunities they were seeking. Largely unbeknownst to
Schaffel, Frey, Schnitzer, and Eulich, however, Kanter, Ballard,
and Lisle had agreed to share any fees and profits paid to Kanter
to the extent that Ballard and Lisle were able to exert their
i nfluence to steer Prudential business to Kanter’s contacts.

Considering their relative positions, Kanter, Ballard, and

Lisle agreed to share the fees and profits 45 percent each to
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Ball ard and Lisle and 10 percent to Kanter. Kanter’s smaller
share of the paynents reflected the fact that Ballard and Lisle
really controlled the purse strings and Kanter’s role primarily
was to (1) set up fee-sharing arrangenents with other
busi nessnmen, and (2) structure entities and arrange the
accounti ng neasures needed to disguise the true nature of the
paynments, and (3) do his best to shelter the paynents from
Federal inconme tax. Kanter and Lisle agreed to a simlar
arrangenent after Lisle noved on to Travel ers.

In addition to his agreenent wth Ballard and Lisle, Kanter
arranged sone transactions so that he could be conpensated
separately through paynents to THC. Kanter nade such
arrangenents with regard to transactions with Frey and Eulich.

The Hyatt transaction, the event that first brought Kanter,
Ballard, and Lisle together in the early 1970s, was carried out
in aslightly different fashion, as we shall explain in detai
bel ow.

The Five received additional business as a result of
Kanter’s, Ballard' s, and Lisle’s efforts and conpensat ed Kanter
(through paynments to I RA, THC, and other Kanter-rel ated
entities). IRA THC and the other Kanter-related entities did
not earn any of the amounts paid to themby The Five. |IRA THC
and the other Kanter-related entities perforned no services, and

they nmerely served as nom nees or conduits to receive paynents
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fromThe Five. Wth regard to the transactions with The Five,
Kanter was not an agent, officer, or enployee of IRAor its
subsidiaries during the years at issue, except in 1989 after the
| RS began its investigation. Kanter was not controlled by |IRA
To the contrary, Kanter controlled |IRA

The paynents from The Five were distributed by various neans
either directly to Ballard, Lisle, and Kanter or indirectly
t hrough | oans, investnents, or consulting paynments to them their
famly menbers, or trusts and/or other entities established for
the benefit of their famlies. To conceal Ballard s and Lisle's
i nvol venent in the schene, and in an attenpt to avoid having to
report the amobunts earned fromthe schene on their individual tax
returns, Kanter established TMI to serve as Ballard' s alter ego,
and Carlco to serve as Lisle’'s alter ego. The funds that Kanter
transferred to TMI and Carlco were Ballard s and Lisle's shares
of the fees and profits earned on the transactions wth The Five.
Ball ard and Lisle owed TMI and Carl co, respectively, and they
had unfettered use and enjoynent of the assets held nomnally by
t hose corporations. FPC Subventure Partnership was a conduit
t hrough whi ch Kanter passed to Lisle his share of fees paid to
Kanter by Schaffel in regard to Travel ers transactions.

2. The Hyatt Transaction

Kanter first net Lisle in the |ate 1960s, and he net Ball ard

no later than the early 1970s, in connection with the
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construction and opening of the Houston Hyatt Hotel. Ballard and
Li sl e had been involved in the devel opnent of the Houston Hyatt
Hotel as Prudential representatives. Kanter was connected to the
project through his representation of the Pritzker famly and the
award to Hyatt Corp. of the managenent contract for the hotel.
J.D. Weaver was also involved in this project as a representative
of Tenneco, which had partnered with Prudential to construct the
hot el .

After winning the Houston Hyatt Hotel nmanagenent contract,
A N Pritzker wanted to submt a bid for Hyatt Corp. on the
Enbar cadero Hot el nanagenent contract. Lisle, however, was
opposed to such a bid because Hyatt Corp. was proposing to build
anot her hotel in the San Francisco area. A. N Pritzker sonehow
cane to believe that Weaver m ght be able to influence Lisle to
all ow Hyatt Corp. to submt a bid on the Enbarcadero Hotel. In
this regard, A N Pritzker agreed with Waver that if Waver
coul d persuade Lisle to allow Hyatt Corp. to submt a bid on the
contract, and if Hyatt Corp. were awarded the Enbarcadero Hot el
managenent contract, Hyatt Corp. would pay Waver 10 percent of
Hyatt Corp.’s profits on the managenent contract.

Lisle and Ballard were both present at the Enbarcadero Hot el
bid neeting. Ballard was assigned to attend the Enbarcadero

Hotel bid neeting and eval uate the various bids.
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Weaver’'s effort to influence Lisle was successful
Unexpectedly, Intercontinental Co., one of the bidders, wthdrew
at the last mnute and did not attend the bid neeting. A second
bi dder, Del Webb, who surprisingly attended the neeting in person
(as opposed to sending a representative), refused to submt a bid
because he believed he had al ready been awarded the contract. In
t he absence of a conpeting bid, Hyatt Corp. was awarded the
Enbar cader o Hot el nanagenent contract on the sanme terns on which
it had agreed to manage the Houston Hyatt Hotel.

The record reflects that Weaver did nmuch nore than sinply
influence Lisle to permt Hyatt Corp. to submt a bid on the
Enbar cader o Hotel managenent contract. After Hyatt Corp. won the
Enbar cader o Hotel managenent contract, Hyatt Corp. entered into
an agreenent to pay 10 percent of Hyatt Corp.’s annual “net cash
profits” fromthe contract to KW Corp., Waver’'s closely held
corporation. The Hyatt/KW agreenent stated that \Waver “has
been the principal factor in bringing the parties together and
aiding in the negotiations” with regard to the Enbarcadero Hot el
managenent contract. In addition, the Hyatt/ KW agreenent was
execut ed under the unusual circunstances that initially only A N
Pritzker and his two sons knew the agreenent existed. When other
Hyatt Corp. executives later investigated the matter (i ncluding
Friend--A.N. Pritzker’'s son-in-law), they determ ned the

Hyatt/ KW agreenent represented a reward to Weaver for his
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“substantial influence” in “arrangi ng the managenent agreenent”
on the Enbarcadero Hotel between Hyatt Corp. and Prudenti al.

W infer fromall the facts and circunstances that Waver
recogni zed he would gain nothing by sinply persuading Lisle to
permt Hyatt Corp. to bid on the Enbarcadero Hotel nanagenent
contract. Waver would be conpensated only if Hyatt Corp. were
to win the bidding on the contract. Consequently, Waver
informed Lisle and Ballard of AN Pritzker’s prom se to pay 10
percent of the Enbarcadero Hotel managenent contract to Waver,
and Weaver agreed to share any paynents he m ght receive from
Hyatt Corp. wth Ballard and Lisle if they used their influence
to arrange for Hyatt Corp. to win the contract. Lisle and
Bal | ard agreed to Waver’s proposal, and they arranged for Hyatt
Corp. to win the contract. That Waver did nore than sinply
persuade Lisle to permt Hyatt Corp. to bid on the Enbarcadero
Hotel contract is evidenced by the Hyatt Corp. internal docunents
whi ch stated that Waver “arranged” the contract for Hyatt Corp.

The record indicates Kanter becane aware of the Hyatt/ KW
agreenent in the early 1970s when AN Pritzker presented the
matter to him seeking advice. During this sanme period, Kanter
was assisting Ballard and Lisle in establishing the grantor
trusts they would use to invest in his novie shelters, and Kanter
initiated discussions with Weaver regarding the sale of KW Corp.

to IRA. We infer fromthe timng of these events that Kanter
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| earned that Weaver agreed to share with Lisle and Ballard any
paynments that KW Corp. m ght receive under the Hyatt/KW
agreenent, and Kanter was offered a share of these paynents in
exchange for structuring the recei pt and di sbursenent of the
paynments to the participants in a manner that woul d concea
Lisle’s and Ballard s involvenent in the matter. |In particular,
Kanter arranged | RA's purchase of KW Corp., the liquidation of
KW Corp., and the formation of KW Partnership.

The transfer of KW Corp. to IRA was facilitated under the
cover of an open-ended option (wth no apparent independent
val ue) that Weaver granted to IRA in 1976 to purchase KW Corp.
for $150,000. Kanter’'s testinony that Waver entered into this
option agreenent because he needed the noney is wholly
di scredited by the fact that Waver received nothing under the
option agreenent until md-1980--4 years |ater.

Al t hough there was sonme initial discord between Hyatt Corp.
and Weaver regarding the paynents that KW Corp. would receive
under the Hyatt/KW agreenent, we attribute this devel opnment to
the Pritzkers’ reputation as aggressive negotiators who wanted to
pay as little as possible to KW Corp. Nevertheless, Hyatt Corp.
did pay substantial suns to KW Corp. pursuant to the Hyatt/ KW
agreenent, and, as described in the flow of-funds anal ysis bel ow,
approxi mately 70 percent of those paynents were transferred

through IRAto KA Partnership and on to Carlco, TMI, and BW in



- 249-
a 45/ 45/ 10 percent split. KW Partnership was al so used as a
conduit to transfer funds to Ballard s and Lisle’s adult children
in the formof so-called consulting paynents.

Kanter, Ballard, and Lisle earned the incone associated with
the portion of the Hyatt Corp. paynents that were routed through
| RA and KW Partnership. Kanter, Ballard, and Lisle attenpted to
assign that inconme to IRA and later to KA Partnership and its
partners, Carlco, TMI, and BWK. Kanter, Ballard, and Lisle
failed to report this incone on their own tax returns.

Through the Hyatt transaction, Kanter, Ballard, and Lisle
cane to realize that Kanter’'s skills as an attorney, his client
list, and his business contacts in the commercial real estate
i ndustry neatly conplenented Ballard' s and Lisle's ability to
i nfl uence Prudential’s business decisions pertaining to its |large
commercial real estate hol dings throughout the country. The
Hyatt transaction set the stage for Kanter’s, Ballard s and
Lisle’s dealings with Schaffel, Frey, Schnitzer, and Eulich,
sunmari zed bel ow.

3. Schaffel

In the late sumer of 1979, Schaffel net Kanter, Ball ard,
and Lisle for dinner in New York. Lisle understood that Kanter
arranged the dinner in part to see whether Schaffel m ght be able
to do business with Prudential. Shortly thereafter, Schaffel

agreed to share with Kanter any fees he m ght earn on
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construction contracts between Prudential and Torcon. |In the
early fall of 1981, Schaffel also agreed to share with Kanter any
fees he m ght earn on financing that Prudential m ght provide for
Wal ters’ s devel opnent projects. Kanter agreed to share with
Ballard and Lisle any fees he m ght receive from Schaffel if they
used their influence at Prudential to award construction
contracts to Torcon or to provide financing for Walters’'s
proj ects.

While Ballard and Lisle were still enployed at Prudential,
Schaffel received (1) real estate broker’s fees on the sale of
| BM s headquarters building to Prudential, (2) fees related to
Prudential construction contracts awarded to Torcon, and (3) fees
related to financing that Prudential provided for Walters’s
devel opnent projects. Schaffel shared these fees with Kanter by
way of paynments to | RA

Al t hough sone of the Prudential transactions that generated
fees for Schaffel were initiated after Ballard and Lisle |eft
Prudential, the inference may fairly be drawn that those
transactions were an outgrowh of Ballard’ s and Lisle’s earlier
decisions to do business with Schaffel, which allowed Schaff el
(and his clients) to establish a favorable reputation with
Prudenti al .

In 1982, Lisle left Prudential and accepted a position as

the head of Travelers’ real estate departnent. Pursuant to his
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agreenent with Kanter, Lisle assisted Schaffel by approving a
nunber of financing deals between Travelers and Walters for
vari ous devel opnent projects. Schaffel remtted one paynent to
| RA arising froma Travel ers financing deal that he brokered
shortly after Lisle began working at Travelers. Schaffel then
bal ked at maki ng any additional paynments to IRA. A dispute
bet ween Schaffel and Kanter ensued, and Kanter convinced Schaffel
that he was obliged to continue to share with Kanter any fees and
conmm ssions that he m ght earn on Travel ers financing
transactions. At this point, Schaffel did not want to remt any
further paynents to I RA, and Kanter directed Schaffel to make his
paynments to THC.

Al though Schaffel remtted his paynents to either |IRA or
THC, those entities were used only as conduits to appease
Schaffel’s concerns over the legality of sharing broker’s fees
with a nonbroker. There is no evidence in the record that anyone
representing IRA or THC was “instrunmental or helpful” in
obtaining financing fromPrudential or Travelers for Walters’s
devel opnent projects or in obtaining Prudential construction
contracts for Torcon.

Schaffel understood that Kanter hinself woul d exert
influence in an attenpt to obtain Prudential and Travel ers
busi ness for Schaffel and his clients. W conclude Kanter

obt ai ned such business from Prudential with the help of Ballard
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and Lisle, and from Travelers with the help of Lisle. There is
no direct evidence that Kanter agreed to share with Ballard and
Li sl e any paynents he m ght receive from Schaffel. However, a
nunber of factors, including the dinner neeting in New York,
Ballard’ s imediate role in Prudential’s purchase of the |BM
building, Ballard' s and Lisle’s ability to influence Prudential’s
awards of construction contracts to Torcon and fi nancing
transactions for Walters's projects, Lisle’s direct role in
awardi ng Travelers financing for Walters's projects, the details
concerning the Kanter/Schaffel fee dispute, and the divisions of
the Schaffel paynments made to I RA and THC as di scussed in the
fl ow of -funds anal ysis bel ow, provide conpelling circunstanti al
evi dence that Kanter, Ballard, and Lisle agreed to share the
Schaffel paynents. Consequently, for tax purposes, Kanter,
Ballard, and Lisle were the true earners of the fees that
Schaffel paid to | RA on Prudential transactions, and Kanter and
Lisle were the true earners of the fees that Schaffel paid to | RA
and THC on Travel ers transacti ons.

Kanter used IRA as a repository for the Schaffel paynents
and as a conduit to channel the paynents to hinself, Ballard, and
Lisle. Kanter, Ballard, and Lisle attenpted to assign to |IRA the
i ncone they earned from Schaffel, and they failed to report their
shares of that inconme on their individual returns. As discussed

in the flow of-funds anal ysis bel ow, Kanter later transferred



- 253-

Ballard’ s and Lisle’ s shares of the fees that Schaffel paid to
| RA to them through TMI and Carl co, and he received his own share
t hrough BWK

Kanter and Lisle attenpted to assign incone that they earned
on Travelers transactions to THC, and they failed to report that
income on their individual returns. There is insufficient
evi dence to denonstrate that funds that Schaffel paid to THC were
distributed directly to Lisle. Nevertheless, as discussed in the
fl ow of -funds anal ysis bel ow, Kanter transferred at |east a
portion of Lisle’'s share of Travelers fees to Lisle through FPC
Subvent ure Part nershi p.

4. Frey

Frey was a real estate devel oper engaged in condom ni um
conversion projects. Condom nium conversion projects generally
were capital intensive enterprises. Kanter told Frey that he
could bring investors with substantial capital to Frey's
condom ni um conversion projects but that he would only do so if
Frey provided Kanter with an equal share of any devel opnment and
managenent fees generated by the conversion projects. Frey
orally agreed to this arrangenment. Although he remtted Kanter’s
share of devel opnent and nmanagenent fees to THC as directed by
Kanter, Frey understood that it was Kanter who would bring the

deep- pocket investors to his projects.
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Kanter al so arranged for subsidiaries of IRA (Zeus) and of
THC (Zion) to invest in sone of Frey's projects as limted
partners.

In early 1980, Ballard approved the sale by a pension fund
managed by Prudential of a large apartnment conplex in Florida
known as Village of Kings Creek to a limted partnership
organi zed by Frey. Ballard visited the project during the
conversion period. Frey was very successful in converting the
property to condom niuns. Shortly thereafter, in the fall of
1981, Prudential entered into a several joint venture condom nium
conversion projects with Frey (under which Frey managed the
conversion of Prudential properties into condom niuns).

At this time, Kanter and Frey commtted their earlier oral
fee-sharing agreenent to witing. The Frey/ THC partici pation
agreenent provided that for condom ni um conversion projects
i nvol ving Prudential properties, and any future condom ni um
conversion projects not involving Prudential properties, THC and
Frey woul d participate in capital contributions and profits and
| osses as 33-percent and 67-percent partners, respectively. In
addition, after October 1, 1981, THC would receive 5 percent of
any devel opnent fees derived from any condom ni um conversi on
projects not involving Prudential properties. Frey agreed to

share devel opnent fees with THC as a way to conpensate Kanter for
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bringing investors and capital to his condom ni um conversion
proj ects.

The Frey/Zeus agreenent formalized Frey’s and Kanter’'s prior
oral agreenent to share devel opnent fees and expanded t hat
agreenent to include “assigned profits” on Prudential condom nium
conversion projects. In particular, Frey agreed to remt to Zeus
a 5-percent share of devel opnent fees and a 20-percent share of
assigned profits earned on Prudential conversion projects because
Kanter prom sed to use his influence to aid Frey in obtaining
addi ti onal condom ni um conversion projects from Prudenti al .

There is no direct docunentary evidence that Kanter agreed
to share wth Ballard and Lisle any paynents he m ght receive
fromFrey. Nevertheless, considering all the circunstances,
including Ballard's role in the Village of King s Creek
transaction, the nunerous Prudential projects initiated wwth Frey
inthe fall of 1981, and the division of the Frey paynents as
di scussed in the flow of-funds anal ysis bel ow, we infer Kanter
surreptitiously agreed with Ballard and Lisle that if they used
their positions of authority at Prudential to influence
Prudential to contract with Frey as the devel oper in the
conversion of Prudential properties, Kanter would share with
Bal |l ard and Lisle the devel opnent fees and assigned profits
paynents that he expected to receive fromFrey. Kanter also

agreed to share with Ballard and Lisle any profits that Zeus
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m ght make by participating as a limted partner in various Frey
part ner shi ps.

The Frey-Zeus agreenent reflected Frey's recognition that
Kanter’'s influence in delivering several Prudential condom nium
projects in the sunmer and fall of 1981 was extrenely val uabl e.
At a tinme when investors were aggressively conpeting for
properties to convert to condom niunms and for capital to conplete
t hose conversions, Prudential provided a ready supply of such
properties, and these projects did not require |arge infusions of
capital

In 1984, Frey, Kanter, and others forned BJF Partnership to
engage i n condom ni um conversion projects. The BJF Partnership
agreenent included a |list of assets that the partners contributed
to the partnership. Anmong the listed itens were two
participation agreenents--the Frey/ THC agreenent and the
Frey/ Zeus agreenent dated October 21, 1981. Kanter, acting on
behal f of THC, transferred to BJF Partnership rights to the
Frey/ Zeus agreenent. Kanter, however, asserts that he neither
owned nor controlled | RA or Zeus.

Frey made paynents to Zeus and THC. By directing Frey to
make paynments to Zeus on Prudential condom ni um conversion
projects, Kanter, Ballard and Lisle attenpted to assign incone

that they earned on those projects to Zeus. By directing Frey to
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make paynents to THC, Kanter attenpted to assign incone that he
earned on non-Prudential condom ni um conversion projects to THC.

5. Schni t zer / PMS

Schnitzer was interested in increasing the nunber of
property managenent contracts awarded to PM5, a subsidiary of
Century, a conpany he controlled. To this end, in 1974,
Schnitzer approached Ballard (wi th whom Schnitzer had previously
dealt in devel oping office buildings in Houston, Texas) and
offered to give Prudential a 50-percent stock interest in PN
Al t hough Prudential ultimtely declined Schnitzer’s offer, from
1974 through 1977 PMS s property managenent business increased
substantially, with a | arge percentage of its contracts com ng
from Prudenti al

In 1977, Schnitzer and Kanter discussed Century’s possible
sale of a 47.5-percent stock interest in PM5 to IRA.  Kanter told
Schnitzer that he had various business contacts, including the
Pritzker famly, through which Kanter could obtain additional
property managenent business for PM5. Before agreeing to sel
PMS's common stock to IRA, Schnitzer conferred wwth Ballard to
obtain his view as to whether Kanter could deliver additional
managenent contracts for PMS. In Novenber 1977, Century sold a
47.5-percent stock interest in PM5S to IRA at a bargain price of

$150, 000.
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Schnitzer and Ross were not relying on | RA, Schott, or
Wei sgal to generate additional business opportunities for PNS.
Schnitzer and Ross were relying solely on Kanter to obtain
addi tional business opportunities for PMS.

During the period 1976 to 1979, PMS expanded its portfolio
of managenent contracts, and its gromh was attributable in |arge
measure to additional contracts from Prudential, which
represented approximately 40 percent of its revenue.

In late March 1979, Schnitzer infornmed Kanter that he was
di sappointed wth Kanter’s failure to deliver additional property
managenent business for PM5, and he wanted to buy back the PM5
stock held by IRA. Kanter nmade a counteroffer to purchase all of
the PM5 stock that Schnitzer owned for $3.1 million. Utimtely,
Schnitzer agreed to pay IRA $3.1 for its PM5 stock with paynments
to be made in installnments over 10 years. |In February 1989, PM
made an early, discounted final paynment to PSAC, which
transferred the funds to IRA for distribution to Carlco, TMI, and
BWK.

Once again, although there is no direct evidence of an
agreenent anong Kanter, Ballard, and Lisle to share profits from
the PMS transaction, the surrounding circunstances strongly
support an inference that an agreenent was in place. W begin
with the fact that Ballard and Lisle were aware that Schnitzer

was so anxi ous to expand PMS s managenent busi ness that he was



- 259-

wlling to part with a large share of the conpany at a bargain
price. Against this backdrop, Schnitzer conferred with Ballard
before agreeing to sell a large stake in PM5S to IRA. Ballard and
Lisle, of course, were in a position to increase PMS s portfolio
of Prudential managenment contracts. Considering that the PMS
i nstal |l ment paynents eventually were divided anong Carl co, TM,
and BWK (as discussed in the flow of-funds anal ysis bel ow), we
infer that Kanter, Ballard, and Lisle recognized they could earn
easy profits by acquiring stock in PMS, and they agreed to share
those profits before IRA acquired the PM5 stock.

Kanter, Ballard, and Lisle used IRA as a conduit to obtain a
47.5-stock interest in PM5 and to conceal Ballard s and Lisle’s
i nvol venent in the matter. The substantial appreciation that |RA
reali zed between the $150, 000 purchase price for the PM5 stock in
Noverber 1977 and the $3.1 million sale price in August
1979-—-the latter anpbunt being paid in installnments over 10
years--represented i ncone that was earned by Kanter, Ballard, and
Lisle. Kanter, Ballard, and Lisle inproperly attenpted to assign
income fromthe PMS transaction to IRA. As discussed in the
fl ow of -funds anal ysis bel ow, Kanter shared the incone derived
fromthe PMS stock sale with Ballard and Lisle through

distributions to TMI, Carlco, and BVK.
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6. Eul i ch/ Essex Partnership

Eulich was interested in obtaining nmanagenent contracts for
| arge hotels for his conpany, MHM and in 1981 he approached
Kanter for assistance in this regard.® At the tinme, MM was
managi ng one | arge hotel (the Madison Hotel) in New Jersey. In
August 1981, MHM was awarded a contract to manage anot her |arge
hotel, the Allentown Hilton.

Beginning in the fall of 1981 and into early 1982, Kanter
and Eulich organi zed Essex Corp. and Essex Partnership. The
organi zation of these entities coincided with Prudential’s
decision to award the managenent contracts for the Gateway Hilton
(fall 1981) and the Mdland Hilton (no later than February 1982)
to Connolly (the onsite manager of the Gateway Hlton). Ballard
and Lisle were instrunental in awarding these contracts to
Connol Iy, even though they knew that Connolly did not have the

support services (personnel) to manage the hotels on his own.

113 Eulich testified in pertinent part:

Kanter was the person whose influence and contacts that
we wanted at MHM because of his--again, his invol venent
as one of the founders of Hyatt International, his

i nvol venent with the Pritzkers, and his invol venent,
significant involvenent wwth this Miullett Bay Resort.

| nmean, the man--he knew a | ot of people in the
hot el busi ness, and he knew peopl e who owned the types
of properties that we wanted, and we were not able to
attract, because we were running the two-story, you
know, freeway-oriented notels. [Eulich, Transcr. at
1633-1634.]
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Ball ard i ntroduced Eulich to Connolly as sonmeone who woul d
assist Connolly with the support services he needed to properly
manage the Gateway Hilton. Eulich then organized Gateway Hot el
Managenent Co. (GHM) to nake it appear as if Connolly was the
owner of a hotel managenent conpany. |In early 1982, Connolly and
Essex Corp. executed the GHM opti on agreenent, which they
purportedly agreed to on Septenber 18, 1981, and which recited
that (1) Connolly owned 100 percent of GHM (2) Connolly was
transferring to Essex Corp. an option to acquire 80 percent of
GHM (80 shares at $100 per share) for 10 years and, (3) in
exchange for the option, Essex Corp. would pay Connolly $1, 000
per year for 10 years. The record also includes the Connolly
prom ssory note dated Decenber 15, 1981, from Connolly to Essex
Corp., in the anmount of $8,000, subject to 8 percent interest,
payable for 9 years with a final balloon paynent due in 1991
Because the paynents under the Essex option offset the anmounts
due from Connolly under the prom ssory note, we infer that these

transactions were nothing nore than a shamto nmake it appear that
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Connol | y had adequately capitalized GHM '** At best, GHM was
capitalized with $2, 000.
The partners of Essex Partnership and their partnership
interests were as follows:

Per cent age

Part ner Part nership | nterest
VHM 47.500
| RA 26. 125
THC 21. 375
Connol |y 5. 000

At trial, Connolly (1) did not know the identity of the
partners of Essex Partnership, (2) believed he was offered a 5-
percent partnership interest in Essex Partnership in exchange for
his promse to refer to Eulich any hotel managenent contracts
that GHM coul d not handle in the northeastern region of the
country, and (3) did not understand that a portion of GHM s
managenent fees was remtted to Essex Partnership.

Essex Partnership’s stated purposes were (1) “To engage
generally in the consulting business and as a |iaison
i nternmedi ary between owners and operators of hotel properties”,

and (2) “To enter into other partnership agreenents * * * to

14 At trial, Connolly (1) could not recall any details
about the GHM option agreenent or whether he had received any
paynments pursuant to the option agreenent, (2) did not know
whet her he had owned all of the shares of GAM (3) could not
recal |l speaking to Eulich about startup financing of $10, 000 for
GHM and (4) could not recall whether the board of directors held
nmeetings at GHAM or the nenbership of the board.
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beconme a nenber of a joint venture, or to participate in sone
ot her form of syndication for investnent; and to buy, sell,
| ease, and deal in services, personal property, and real
property.”

In connection with the formation of Essex Partnership, GHM
and MHM entered into separate representati on and marketi ng
agreenents with Essex Partnership. GHM agreed to pay to Essex
Partnership 75 percent of its fees on GHM s managenent contracts
on the Gateway Hilton and the Mdland H lton. IMHM agreed to pay
to Essex Partnership 30 percent of its managenent fees fromthe
operation of the Madi son Hotel and 43 percent of the fees from
the operation of the Allentown Hlton. |In return, Essex
Partnership agreed to (1) “performliaison functions” between
certain hotel owners and GAM and MHM in connection with
managenent contracts between such parties, (2) “performliaison
functions” between the owners of any additional properties which
it was instrunental in securing for managenent by GHM or MHM (3)
“use its best efforts to maintain satisfactory relations” between
the property owners and GHM and WHM “and to nai ntain sufficient
personnel to properly performsuch [ managenent] functions”, and
(4) “use its best efforts to secure nanagenent contracts”
satisfactory to GAM and MHM

Essex Partnership had no offices and no enpl oyees. Very

few, if any, capital contributions were made to Essex
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Partnership. The record reflects that personnel associated with
MAM in effect provided all the financial and accounting services
that GHMrequired to fulfill its hotel managenment contracts. For
the nost part, Connolly sinply continued to serve as the onsite
manager of the Gateway Hilton

In late 1983, Prudential awarded to MHM t he hotel nmanagenent
contract for the Twin Sixties Hotel. Shortly thereafter, MM and
Essex Partnership nodified their representati on and marketing
agreenent to provide that MHM woul d pay 70 percent of its
managenent fees fromthe Madi son Hotel and 57 percent of its
managenent fees fromthe Allentown H lton and the newWy acquired
Tw n Sixties Hotel managenment contract. On January 1, 1986,
Connol Iy executed a new representation and marketing agreenent on
behal f of GHM whi ch provided that GHM woul d pay to Essex
Partnership 40 percent of the fees earned on the Gateway Hilton
and Mdland Hi | ton managenent contracts.

Over time, the total fees that MHM paid to Essex Partnership
generally equaled the total fees that GHM paid to the
partnership, and the total fees MHM paid to the partnership
roughly approximted MHM s di stributive share of partnership
incone as a 47.5-percent partner in Essex Partnership. However,
as indicated previously, MAM was not paid directly for the
substantial services its enployees rendered to GHM Rather, as a

partner in Essex Partnership, MAMreceived 47.5 percent of the
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partnership’s incone. Although IRA and THC, as partners, also
recei ved a conbined 47.5 percent of the inconme of Essex
Partnership, IRA and THC, in contrast to MHM provi ded no
services to GHV

Eulich and MHM s top nanagenent essentially viewed Essex
Partnership as a marketing and sal es devi ce whereby NVHM
eventual |y m ght obtain nore managenent contracts for |arge
hotels. In addition, MAM needed to increase its |evel of
experience and expertise in managi ng and operating | arge hotels.
Because of the substantial services that MHAM was provi di ng GAM
Eulich considered the Gateway H Iton and Mdl and Hilton
managenent contracts to be part of MHM s managenent busi ness.

Connol Iy could not explain the benefits that GHM woul d
recei ve under the GHIM Essex representati on and marketing
agreenent; he did not expect anyone at Essex Partnership to
performliaison functions between hinself and Prudential. From
MHM s st andpoi nt, Fornmby did not know what |iaison functions
Essex Partnership was expected to performfor GHM and he
believed that no such activities occurred. Janes, MHM s
president, could not identify a specific person or entity who
woul d have acted as a |iaison between the owners and operators of
the hotel properties in question. Janmes did not know that |IRA
and THC were partners in Essex Partnership until he was shown the

partnership agreenent at trial. Eulich had never seen the Essex



- 266-
Partnershi p agreenment or the representati on and marketing
agreenents between MHM and Essex Partnership. Eulich could not
expl ai n how Essex Partnership would serve as “liaison
i nternedi ary between the owners and operators of hotel
properties”. There were no officers or enployees at Essex
Par t nershi p who coul d have engaged in consulting or acted as
[ ialsons.

Bet ween 1982 and 1988, GHM paid $1, 334,601 and MHM pai d
$1,563,412 to Essex Partnership. During 1982 through 1989,
Essex Partnership distributed $788,452 to I RA and $645,099 to
THC.

On Decenber 31, 1984, IRA transferred its Essex Partnership
interest to Carlco, TMI, and BWK. Carlco and TMI each received
an 11.75-percent partnership interest in Essex, while BW
received a 2.6125-percent partnership interest in Essex. Essex
Part nershi p apparently was not informed of the transfer and
continued to nmake partnership distributions to | RA

The record reflects that Connolly was little nore than a
pawn with regard to Essex Partnership. Connolly knew very little
about GHM or Essex Partnership, and we infer fromhis testinony
that he was happy sinply to receive a substantial salary for
ostensi bly managi ng both the Gateway Hilton and the M dl and
Hlton. |In fact, MHM provi ded the necessary nanagenent support

services for all of the hotels in question. Kanter, Ballard, and
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Li sl e used Essex Partnership as a conduit to receive a portion of
t he managenent fees paid to GAM on the Gateway Hi Il ton and M dl and
Hi | ton managenent contracts (through distributions to IRA), and
Kanter received a separate portion of those same managenent fees
(through distributions to THC). As discussed in the flow of -
funds anal ysis below, the distributions that | RA received from
Essex Partnership were distributed to Carlco, TMI, and BW
Essex Partnership represented an effort by Kanter, Ballard, and
Lisle to assign to I RA and/or THC i ncone that they earned.

E. Fl ow of - Funds Anal ysi s

The Court’s additional findings of fact regarding the flow
of funds from The Five to IRA and fromIRA ultimately to Kanter,
Ballard, and Lisle are summarized in table 11. Table 11 shows
that with so-called capital contributions, |oans that were never
repaid, and other paynents to Kanter, Ballard, Lisle, and their
famlies, IRA transferred to Carlco and/or Lisle, TMI and/or
Bal | ard, and BWK and/or Kanter, in a roughly 45/45/10 percent
split, all of the paynents from The Five (and nothing nore). The
fl ow of -funds anal ysis al so denonstrates that Kanter, Ballard,
and Lisle had unrestricted use and enjoynent of the assets |IRA
transferred to BWK, TMI, and Carlco, and they treated those
assets as their own.

The Court’s additional findings of fact regarding the flow

of funds from The Five to THC, and ultimately to Kanter and
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Lisle, are set forth supra pp. 207-213. Al though the funds paid
by The Five to THC could not be traced directly to Kanter and
Li sl e because of a |lack of conplete general |edgers for THC and
TAClI for the years in question, we are satisfied that the
transfers of funds between THC, TACH, and Kanter docunmented in
the record denonstrate that Kanter used the funds from THC as his
own. We |ikew se conclude that Kanter arranged FPC Subventure
Partnership as a conduit to pass to Lisle at |east a portion of
Lisle’s share of the fees that Schaffel paid to THC

The foll ow ng summary (subsections 1-4) highlights the nore
i nportant aspects of the flow of funds.

1. Payments to | RA: 1977 Through 1983

During the period 1977 through 1983, |IRA (and Zeus) received
in the aggregate approximately $5 million in paynments from The
Five. Although IRA reported these paynents as inconme on its tax
returns, IRA paid very little in taxes.

In 1984, |RA began distributing some of its cash and
partnership interests to Carlco, TMI, and BWK in a 45/45/10
percent split. Specifically, during 1984, |IRA transferred
approximately $4.2 mllion to Carlco, TMI, and BWK. The
distributions to Carlco and TMI represented a | arge portion of
Lisle’s and Ballard s shares of the paynents that | RA received

from The Five.
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2. Paynents to | RA: 1984 Through 1989

After 1983, the structure through which the paynents were
recei ved from The Five changed. Al though Hyatt Corp. continued
to make paynents to KW Corp., IRA had |iquidated the conpany and
distributed its assets to Carlco, TMI, and BWK, which formed KW
Partnership in early 1984. Thereafter, the Hyatt Corp. paynents
were distributed by IRA to KW Partnership and reported on the
returns of Carlco, TMI, and BWK. Simlarly, IRA had transferred
its interest in Essex Partnership to Carlco, TMI, and BW
Thereafter, IRA no |onger reported the distributive inconme from
Essex Partnership on its returns. |Instead, the distributive
share of incone was reported on the returns of Carlco, TMI, and
BWK, respectively.

During the period 1984 through 1989, The Five made paynents
to IRA (and Zeus) in the aggregate anount of $4.6 mllion. |IRA
distributed (1) $1,103,721 that it received fromHyatt Corp. to
KW Partnership (and to Carlco, TMI, and BWK), and (2) $623, 865
that it received from Essex Partnership to Carlco, TMI, and BW
| RA al so transferred to Carlco, TMI, and BW $2, 287,191 in
instal l ment paynments that it received fromPMS during 1984 to
1989.

Al though there is no direct evidence that Zeus transferred
to | RA the approxi mately $232,000 in paynents that it received

from Frey during 1984 and 1985, that anount nearly equals the
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approxi mately $250,000 that IRA lent to KW Partnership during
1985 to 1989 (which was used to nmake consulting paynents to
Ballard’ s and Lisle’ s adult children, discussed bel ow).
By the end of 1989, IRA's records reflected that it had
transferred capital contributions and paid-in capital to Carlco,

TMI, and BWK as foll ows:

Carl co ™MD BWK
$2, 938, 173 $2, 938, 267 $652, 250
3. |RA Loans to Kanter, Ballard, and Lisle
a. |RA Loans to Ballard and Ballard’s Trusts

During the period 1974 to 1988, IRA IFlI, and HELO nade
loans to three of Ballard’s grantor trusts (CVMB C nema Trust, CMB
Cnema Trust I, and Summt Trust) as well as separate loans to
Ballard individually. As of Decenber 1987, IFl held receivables
or notes due fromBallard and his grantor trusts totaling
approxi mat el y $380, 000.

b. | RA Loans to Lisle and Lisle's Trusts

During the period 1974 to 1990, IRA IFl, HELO TACI, and
BWK made | oans to three of Lisle’'s grantor trusts (RAL G nema
Trust, RAL Cnema Trust |1, and Basking R dge Trust) as well as
separate loans to Lisle individually. As of Decenber 1987, IF
hel d receivables or notes due fromlLisle and his grantor trusts

totaling approxi mately $202, 000.
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c. Sale of Gantor Trust Notes for $1

I n Decenber 1987, |IRA held a receivable of $507,648 due from
IFI. ITRA transferred the receivable back to IFI in exchange for
all of IFlI’'s assets, which included receivabl es due from
Ballard’ s and Lisle’s grantor trusts as well as receivabl es due
fromBallard ($196,648) and Lisle ($28,284), respectively. IRA
then sold certain of the receivables due fromBallard s and
Lisle’s grantor trusts (with a face val ue of approxi mately
$384,000) for $1 each to MAF, Inc. Morrison, MAF s president,
admtted that MAF engaged in the transactions nerely as an
accomodation to Kanter. |In addition, after witing down the
val ue of the receivables due fromBallard and Lisle to $84, 889
and $12, 185, respectively, IRA treated these receivables as bad
debts for which it clainmed deductions on its 1987 tax return.

After the I RS began its exam nation, Kanter contacted
Ballard and Lisle to discuss repaynent of their debts. These
di scussions were nerely postexam nati on wi ndow dr essi ng.

d. | RA Loans to Kanter

At the end of 1989, IRA's records reflected | oans to Kanter
totali ng $600,000. There is no evidence that any principal or

interest was paid on these | oans.
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e. Additional Loans to Lisle's Grantor Trust

Bet ween 1988 and 1990, | RA and Kanter nmade additional |oans
to Lisles RAL G nema Trust. These additional |oans suggest that
either the earlier loans to RAL G nema Trust were not worthl ess
when |RA wote themoff or the transfers were never valid | oans
in the first place.

f. Consulting Paynents to Ballard's and Lisle’'s
Adult Chil dren

From 1984 to 1989, | RA nmade |loans to KW Partnership
totaling $249,000. KW Partnership was forned by Carlco (45
percent), TMI (45 percent), and BWK (10 percent), which were
managed by Lisle, Ballard, and Kanter, respectively. As of July
30, 1990 (the date KW Partnership filed its tax return for
1989), these | oans had not been repaid.

During much of the period 1982 to 1989, KW Corp. and KW
Part nership paid $1, 000 per nonth to Ballard’s and Lisle’s adult
chil dren and deducted the paynents (which totaled $313, 000) as
consulting fees. As the managers of Carlco and TMI, Lisle and
Ball ard were aware of and acqui esced in these paynents. Although
it appears that sone of the children contacted Kanter at various
times with recomendati ons and suggestions for investnents, the
record reflects that for many of the years in question they did
little or nothing to earn the paynments. |In fact, in letters to
the children termnating the paynents in February 1990, Kanter

stated that “no services appear to have been perforned for a
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nunber of years”, and Kanter explained that the paynents had
conti nued because IRA's president, Freeman, “paid no attention to
the activities of * * * [IRA] and its affiliates, and those who
were sinply adm nistering tasks on behalf of * * * [I|RA]
routinely continued to make paynents to you”. These paynents
represented Ballard s and Lisle’s shares of sone of the paynents
remtted to |RA by The Five that Ballard and Lisle attenpted to
assign to their children.

4. Payments to THC 1981 to 1989

During the period 1981 to 1989, Schaffel, Frey, and Essex
Partnership paid approxinmately $4 million to THC. The paynents
from Frey ($500,770) and Essex Partnership ($645,099) represented
nmoneys that Kanter earned using his influence to bring deep-
pocket investors to Frey’s condom ni um conversion projects (and
hi s personal investnent (through Zion) in those deals) and
arrangi ng hotel managenent contracts for MHM Kanter inproperly
attenpted to assign his earnings on these transactions to THC

On the other hand, the approximately $2.8 mllion that
Schaffel paid to THC between 1984 and 1986 (ostensibly as
Kanter’'s share of the fees that Schaffel earned arrangi ng
Travel ers financing for Walters’s devel opnent projects)
represented i ncone earned by both Kanter and Lisle. Kanter and

Lisle inproperly attenpted to assign this incone to THC. As
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di scussed bel ow, Kanter passed at |east a portion of Lisle’'s
share of this income to Lisle through FPC Subventure Partnership.

a. FPC Subventure Partnership

Kanter, purportedly as a nom nee, acquired 8-percent limted
partnership interests in both Four Ponds Partnership and One
Ri ver Partnership--two partnerships organi zed by Schaffel and
Torcivia for real estate devel opnent projects. A “nmenorandumto
file”, dated April 14, 1982, stated (1) on January 1, 1981,
Kanter (as nomi nee) transferred his 8-percent |limted partnership
interest in Four Ponds Partnership to Lisle (90 percent) and the
Ever gl ades Trusts (10 percent); (2) Lisle issued a prom ssory
note to Kanter for $2,880; (3) Lisle and the Evergl ades Trusts
formed FPC Subventure Partnership; (4) on April 5, 1982, Four
Ponds Partnership made a $400, 000 cash distribution to Kanter;
and (5) Kanter transferred the Four Ponds distribution to FPC
Subventure Partnership, which distributed $355,500 to Lisle and
$39,500 to the Evergl ades Trusts, |eaving $5,000 in FPC
Subventure Partnership’ s account.

Contrary to Kanter’s testinony, Schaffel and Torcivia were

not aware that Lisle was a partner in FPC Subventure Partnership.

115 Contrary to the “nenorandumto file”, FPC Subventure’s
tax return for 1982 and a Schedule K-1 issued to Lisle indicate
t he partnership made a cash distribution of $427,600 and Lisle
recei ved $384, 840 (or 90 percent) of that anount.
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In 1982, Kanter also transferred his 8-percent limted
partnership interest in One River Partnership to FPC Subventure
Partnership in exchange for a $2,000 prom ssory note.

During the years at issue, Kanter (who held an interest in
FPC Subventure through grantor trusts) and Lisle reported
distributive shares of FPC Subventure’s partnership itens of
income, |oss, deduction, and credit on their individual tax
returns. However, Four Ponds Partnership and One River
Partnership (1) reported net losses in 1981 to 1984 and 1987 to
1989 totaling $1,067,131, and (2) made cash distributions to its
partners in 1981 to 1984 and 1987 to 1989 totaling $731, 080.
Approxi mately 7 percent of Four Ponds’ and One R vers’
partnership | osses, described above, flowed through to Lisle
t hrough FPC Subvent ure Partnershi p.

In addition to these favorable tax effects, during the
period 1981 to 1989 Lisle received at |east $682,520 in cash
di stributions from FPC Subventure Partnership.!® Consequently,
FPC Subventure Partnership served for Lisle the dual purposes of
(1) a tax shelter, and (2) a source of substantial cash

distributions. Kanter structured FPC Subventure Partnership as a

116 FPC Subventure Partnership’'s tax returns for 1985 and
1986 apparently were not nmade part of the record.
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conduit to transfer to Lisle at |east a portion of his share of
paynents remtted to THC '’

b. THC Transfers to Kanter

During the period 1983 to 1984, THC transferred substanti al
suns of noney into TACI accounts, and TACI transferred snaller
anounts back to THC. During this sanme period, Kanter received
substantial |oans from TACI, and many of these |oans, totaling
approximately $1.3 mllion, had not been repaid when TACI filed
for bankruptcy in early 1988. There is no evidence that Kanter
ever paid any principal or interest on these |oans.® Kanter
arranged for transfers from  THC to TACI and from TACI to hinself
with no intention of repaying TACI or THC

F. Kanter-Rel ated Entities Wre Shans

1. | RA and THC

| RA, THC, and their subsidiaries served no legitimte
busi ness purpose with regard to the transactions at issue in
t hese cases. The entities did not have enpl oyees and generally
only used the services of bookkeepers and adm nistrators to

record transactions, receive and di sburse funds, and handl e

117 As previously noted, an earlier ruling in these cases
bars an additional allocation of income fromthe Travel ers
transactions to Lisle. Because we are convinced that Lisle
recei ved at | east $682,250 fromthe Travel ers transacti ons, we
shall take this factor into account and reduce the allocation to
Kanter by a |ike anount.

118 Gl | enberger believed the TACI bank records that would
have clarified many of the questions surrounding Kanter’s | oans
were last in Kanter’s possession.
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banki ng matters. The bookkeepers and adm nistrators sinply
foll owed Kanter’s instructions (which sonetines were conveyed
t hrough Freeman, Wi sgal, Meyers, and/or Gall enberger).

| RA's officers and directors, including Freeman and Wi sgal,
did not manage any busi ness or provide any neani ngful services to
The Five. Kanter disclosed that for several years Freeman had
been distracted by his own | egal woes and did not manage | RA
Wei sgal recalled very little regarding any matters concerni ng
| RA"s operations and was not aware of anyone at | RA who provided
services to The Five.

Schaffel, Frey, Schnitzer, and Eulich uniformy testified
that they were | ooking to Kanter, and Kanter alone, to use his
i nfluence with his wealthy and well-connected clients and
busi ness contacts in an effort to generate additional business
opportunities for them Kanter’'s statenents in his dealings and
negotiations with The Five are equally revealing that Kanter
woul d be providing the services and expected to be conpensated
for those services. 1In the end, The Five entered into contracts
wi th and made paynents to IRA, THC, and their subsidiaries only
because Kanter directed themto do so.

There is no evidence of any contract between | RA and Kanter,
nor is there any evidence that IRA controlled Kanter’s activities
in any way. To the contrary, Kanter orchestrated all business

matters concerning I RA or THC and their subsidiaries, and
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Kanter’s instructions were carried out by adm nistrators and
bookkeepers includi ng Freeman, Wi sgal, Myers, and Gal |l enberger.
There is no evidence that anyone at | RA or THC provi ded any
services to The Five. Kanter directed The Five to execute
agreenents wth and make their paynents to IRA, THC, and their
subsidiaries in an effort to conceal that Kanter, Ballard, and
Li sl e earned the paynents remtted by The Five. |RA THC, and
their subsidiaries were Kanter’s alter egos. Kanter, Ballard,
and Lisle inproperly attenpted to assign their inconme to |RA,
THC, and their subsidiaries.

2. Carl co, TMI, and BWK

a. Di versificati on and Deconsoli dati on

Kanter testified that (1) IRA always held a controlling
interest in Carlco, TMI, and BWK; (2) IRAtransferred a
substantial portion of its cash and other property to Carl co,
TMI, and BWK beginning in 1984 as a “free cashfl ow’ asset
allocation; (3) the allocation would allow for diversification of
| RA"s investnents in that Carlco (wth Lisle as manager) was to
invest primarily in municipal bonds), TMI (with Ballard as
manager) was to invest primarily in real estate, and BWK (with
Kanter as manager) was to make assorted investnents; and (4)
Carlco and TMI were renoved from I RA's consolidated group of
corporations for tax reporting purposes (by issuing shares of

preferred stock to trusts for the benefit of Ballard s and
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Lisle’s famlies) to ensure that (a) Carlco’ s investnents in
muni ci pal bonds would not inperil IRA's interest deductions, and
(b) no one at I RA (such as Freenman) woul d be able to second-guess
Ballard’ s and Lisle’s investnment decisions. None of these
assertions wthstands serious scrutiny.

The record shows that (1) IRA acquired 1,000 shares of
common stock of Carlco, of TMI, and of BWK in Decenber 1983, and
(2) Carlco preferred stock was issued to Christie Trust (Lisle’s
famly trust), TMI preferred stock was issued to the Oient Trust
(Ballard’'s famly trust), and BW preferred stock was issued to
the BK Children’s Trust (one of the Bea Ritch Trusts). The
record, however, is devoid of stock |edgers or rel ated
information for these corporations after early 1984. Respondent
requested a conprehensive set of corporate records for Carlco,
TMI, and BWK; however, petitioners failed to produce such records
for the period after 1984. Al though the paper record (stock
certificates) suggests that IRA owned a controlling interest in
Carl co, TMI, and BWK, the manner in which Kanter, Ballard, and
Li sle handl ed the assets that IRA transferred to those entities
(di scussed supra pp. 178-194) indicates that, in substance, Lisle
owned Carlco, Ballard owned TMI, and Kanter owned BWK

In 1984, Kanter directed IRA to transfer a substanti al
portion of its cash on hand to Carlco, TMI, and BWK in a 45/45/10

percent split. IRA also transferred to Carlco, TMI, and BWK its
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partnership interest in Essex Partnership and its interest in KW
Corp. (both of which provided a steady stream of cash paynents
and distributions), and IRA distributed to Carlco, TMI, and BWK
the annual installnment paynents that it received fromPMS. These
di stributions did not, however, represent an allocation of IRA's
“free cash-flow as Kanter alleged. |RA was transferring to
Carlco, TMI, and BWK shares of the paynents derived (and to be
derived) fromtransactions with The Five.

Two facts denonstrate that Kanter’s expl anation regarding
the distributions to Carlco, TMI, and BWK are not to be believed.
First, we note that the only asset transferred to Carlco, TM,
and BWK with no apparent connection to The Five was a portion of
| RA"s interest in Sherwood/ Forest Activities Partnership. By our
reckoning, this partnership did not provide any cashflow at all
and nerely served as a source of deductions to shelter from
taxation a portion of Carlco’s, TMI's, and BW' s incone for 1984
to 1987. Kanter’'s explanation is also belied by the fact that
| RA held | arge of anmounts of cash during the period 1984 to 1989
(particularly 1987) that it invested in CDs rather than
distribute to Carlco, TMI, and BWK. Thus, although Kanter
recomended that Carlco, TMI, and BWK shoul d receive funds from
| RA in a 45/45/10 percent split of IRA's free cashflow, Kanter’s
recomendati on was instead part of a preexisting agreenent anong

Kanter, Ballard, and Lisle to share paynents from The Fi ve.
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There |likewi se is no support for Kanter’s assertion the
all ocations to Carlco, TMI, and BWK woul d al |l ow for
diversification of IRA s investnents.!® Wile Lisle invested
Carlco’s assets primarily in municipal bonds, the record reflects
that Ballard also invested up to 30 percent of TMI's assets in
bonds, including nmunicipal bonds. |In addition, as of 1989,
anot her 20 percent of TMI's assets was allocated to cash and
notes recei vable (many of which were due fromBallard). Under
the circunstances, Kanter’s purported asset allocation achieved
very little in the way of diversification of investnents.

Finally, Kanter’'s explanation for the renoval of Carlco,
TMI, and BWK from | RA s consol i dated group of corporations for
tax reporting purposes is inplausible. First, evenif it were
|l ogical to renove Carlco fromIRA s consolidated group to protect
| RA"s interest deductions, this explanation does not clarify why
TMI and BWK (which were to invest primarily in real estate and
ot her m scel | aneous investnents, respectively) were |ikew se
renmoved fromthe consolidated group. There was no indication
that TMI"s and BWK' s planned i nvestnments would inperil IRA's tax
deductions. Moreover, if Carlco, TMI, and BWK had truly remai ned
subsidiaries of IRA as Kanter contended, their renoval fromIRA s

consol i dated group for tax-reporting purposes would have done

119 Kanter did not nmanage the funds in BWK. As Kanter
testified: “BW didn’t work out that way because | just didn't
have the tinme to pay attention to it.” Kanter, Transcr. at 370L1.
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nothing to shield Ballard and Lisle from oversight or second-
guessing by IRA s officers.

In sum IRA' s transfers to Carlco, TMI, and BVWK represented
Lisle’s, Ballard' s, and Kanter’s shares of the paynents derived
(and to be derived) fromtransactions with The Five. Further,
Carlco, TMI, and BWK were renoved from I RA' s consolidated group
to reflect the reality that those corporations were owed and
controlled by Lisle, Ballard, and Kanter, respectively, and they
woul d each be responsible for their own taxes going forward.

b. Use and Enjoynent of Carlco' s, TMI's, and BWK' s Assets

We do not credit Kanter’s explanations for the transfers to
Carl co, TMI, and BWK, and for the renoval of those entities from
| RA's consolidated group. The record shows that Lisle, Ballard,
and Kanter had unrestricted use and enjoynent of Carlco’'s, TMI' s,
and BWK' s assets, respectively.

(i). Carlco

In April 1985, Lisle wote a check for $3,000 agai nst funds
in the Connecticut National Bank account to repay a | oan that
TACI made to RAL C nema Trust (one of Lisle's grantor trusts).
The nmeno section of this check stated: “Paynent on Loan”. In
short, Lisle used Carlco’'s funds as his own to pay a debt of his
grantor trust.

In addition, Carlco owned a 45-percent partnership interest

in KA Partnership. |RA nmade substantial |[oans to KW
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Partnership which in turn KW Partnership used to make so-called
consulting paynents to Ballard s and Lisle’ s adult children
during the period 1983 to 1989. Lisle was aware of and
acqui esced in these paynents, and he was aware that the children
were not providing any neani ngful services in exchange for the
paynents.

We concl ude Lisle owned Carlco and all of its assets, and
Lisle used Carlco as a conduit for receiving his share of the
paynments from The Fi ve.

(ii). TIMC

During 1984, TMI purportedly made | oans to Ball ard,
Seabright Trust, and Seabright Corp.!?° By 1989, TMI' s
out standing | oans to Seabright Trust and Seabright Corp. total ed
$135, 155 and $41, 520, respectively. The record does not include
any prom ssory notes issued in connection with the loans to
Seabright Trust or Seabright Corp. There is no evidence that
ei ther Seabright Trust or Seabright Corp. paid interest on the
| oans from TMI. As of the tine of trial, the |oans had not been
repai d.

From 1984 t hrough 1989, TMI |ent $146, 943 and $160, 000 to

Cl aude and Mary Ballard, respectively. Although Ballard

120 Bal | ard believed Seabright Trust was an entity used to
make tax-sheltered investnents. Seabright Corp., which owned a
farmin Arkansas, was owned by the Mary Fam |y Trust, a trust for
the benefit of Ballard' s wfe and daughters.
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purportedly arranged in Decenber 1986 to repay the $160, 000 | oan
to Mary Ballard with Macy’'s preferred stock, TMI’ s accounti ng
records do not indicate that the $160, 000 | oan was ever repaid.

In 1986, TMI paid $100,000 for an asset described in TMI' s
general |edger as “LAND ST. FRANCI S COUNTY [ ARKANSAS] 414.28
ACRE”.'?! This asset was subsequently renoved from TMI' s gener al
| edger, and adjusting journal entries indicated that an asset
identified as “Fairfield Planting Conpany” was transferred to
Ballard, and Ballard’ s | oans from TMI were i ncreased by $100, 000.

Wen Gal | enberger was questioned about this transaction, she
could not recall the details and suggested Ball ard shoul d be
guestioned on the matter. Ballard testified that (1) the
transaction involved his acquisition of stock in Fairfield
Planting Co., an S corporation involved in farmoperations in
Arkansas; (2) he owed TMI approxi mately $200, 000 on the
transaction; (3) TMI continued to receive “interest” on the deal;
(4) he owned two-sevenths of Fairfield; (5) the initial Fairfield
i nvest nent was $1, 350, 000, and the investnent had increased in
val ue to approxi mately $2,350,000; and (6) the Fairfield

transaction was a good deal for TMI and a bad deal for him

121 TMI" s general |edger also reflected a separate
transaction invol ving what appears to be another property in St.
Francis County identified as | and ($424,800), along with a
bui | di ng ($25, 200) and buil ding i nprovenents ($10, 925).
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The record also includes a prom ssory note that Ballard
purportedly executed on January 20, 1987, which provided (1)

Ball ard agreed to pay to TMI, on demand, the principal sum of
$100, 000, and (2) the note would not bear interest but TMI was
entitled to receive 90 percent of the “dividends” paid to Ballard
by Fairfield. At the same tine, Ballard’s wife, Mary Ball ard,
acting as TMI's president, and Ball ard signed an agreenent which
stated that (1) Ballard was executing a note to TMI and was

pl edgi ng 1,000 shares of Fairfield common stock as security for
the note, and (2) TMI, as part of the transaction, agreed to
advance in the future “any deficits incurred by * * * Ballard in
the operations of Fairfield * * * and is to receive 90% of the
di vidends paid by Fairfield”. Mary Ballard, acting in her

i ndi vidual capacity, and Ballard al so signed an assi gnnment which
stated that “for the purpose of securing the paynent of al

i ndebt edness now owi ng, or which may at any tine hereafter be
owi ng” by Ballard to TMI, the Ballards assigned to TMI 1, 000
shares of Fairfield comobn stock.

In 1987, TMI apparently paid an additional $20,344 to
Fairfield, and this anpbunt was treated as an additional |oan to
Bal | ar d.

The Ballards reported Fairfield itens of income and | oss on

their 1987, 1988, and 1989 tax returns.
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Bal l ard’ s explanation for this transaction and petitioners’
treatment of the matter in their reply brief are contradictory.
It is not clear that TMI ever owned shares in Fairfield Planting
Co. that it could transfer to Ballard. See Petitioners’ Reply
Brief at 625-626. In any event, Ballard s testinobny suggests the
asset he received, described by himas stock in Fairfield
Planting Co., was worth considerably nore than the $100, 000
charged to himas a loan. Finally, the terns of Ballard' s
prom ssory note associated with this transacti on suggest self-
dealing and an effort to create an instrunent for a debt that
woul d never be repaid. In the absence of any evidence in the
record that TMI ever received any paynents (interest, dividends,
or otherwise) attributable to Ballard’ s prom ssory note, we
conclude that the prom ssory note was a sham

TMI" s records show that in 1988, TMI purportedly purchased
$15, 000 of stock in FicomlInternational, Inc., a corporation
organi zed by Ballard’ s daughter, Melinda Ballard. The entry
reflecting the investnent includes a handwitten notation “WO in
1989.” In 1989, TMI recorded in its trial balance |edger a
$15,000 long-termcapital loss on its investnment in Ficom
Adjusting journal entry No. 6 explained the witeoff as foll ows:
“To w o worthl ess stock of Ficomas per note on 1988 TB [tri al
bal ance]”. TMI clainmed this |loss as a deduction on its 1989 tax

return.
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In addition, TMI owned a 45-percent partnership interest in
KW Partnership. |RA nmade substantial |oans to KW Partnership
which in turn KW Partnership used to make so-called consulting
paynments to Ballard’s and Lisle’s adult children during the
period 1983 to 1989. Ballard was aware of and acqui esced in
t hese paynents, and he was aware that the children were not
provi di ng any neani ngful services in exchange for the paynents.

Ball ard made |l oans to hinself and his famly nenbers from
TMI' s assets with no intention of repaying those | oans, and he
transferred property acquired by TMI to hinmself in exchange for
an illusory prom ssory note. W conclude Ballard owned TMI and
all of its assets, and Ballard used TMI as a conduit for
receiving his share of the paynents from The Five.

(iii). BWK

During 1984 through 1989, Kanter and his son, Joshua Kanter,
recei ved salaries fromBW totaling $210, 000 and $26, 000,
respectively. However, Kanter admtted that he never had the
time to manage BWK' s investnents.

In April 1985, BWK |l ent $400,000 to Kanter. By the end of
1987, the $400, 000 | oan had not been repaid. In 1988 and 1989,
t he $400, 000 | oan was reduced by approxi mately $30, 000 each year.
Adj usting journal entries treated these |oan reductions as salary
t hat otherw se woul d have been paid to Kanter. There is no

evi dence that Kanter paid any interest on the $400, 000 | oan.
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During the period 1987 to 1989, BWK lent a total of $236, 000
to PSAC to support its operations. At the tinme the record in
t hese cases was cl osed, PSAC had not repaid the |oans from BWK
We concl ude Kanter owned BWK and all of its assets, and
Kanter used BWK as a conduit for receiving his share of the
paynents from The Fi ve.

G Cracks in the Kanter Facade

We have adopted many of the general findings of fact
recomended in the STJ report. The findings so adopted, conbined
with the Court’s additional findings of fact regarding (1) the
manner in which Kanter, Ballard, and Lisle carried out the
transactions with The Five, (2) the flow of the funds, and (3)
the use and enjoynent of the assets transferred to Carlco, TMI,
and BWK, constitute overwhel m ng objective evidence that Kanter,
Ball ard, and Lisle participated in a conplex, well-disguised
schenme to share kickback paynments earned jointly by Kanter
Bal | ard, and Lisle.

We briefly list the followng itens (subsections 1-7) as
further evidence that Kanter, Ballard, and Lisle earned the
paynments that The Five remtted to various Kanter-rel ated
entities.

1. The Hyatt Transaction

In March 1983, Waver forwarded to Kanter the nost recent

paynment from Hyatt Corp. to KW Corp. Waver’'s letter requested
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that Kanter deposit the check “and i ssue appropriate checks to
the participants.” In using the word “participants”, Waver was
referring to Kanter, Ballard, and Lisle.

Later, in August 1989, |IRA issued checks for $22,618.80 each
to Ballard and Lisle. After the checks were issued to Ballard
and Lisle, IRA records reflected a transfer of $45,237 to KW
Part nership on August 8, 1989. Al so on August 8 and 15, 1989,
| RA | edger entries reflected that the checks issued to Lisle and
Bal | ard, respectively, were void. Despite the fact that IRA s
| edger entries stated that these checks were voided, Lisle s 1989
return reflected that he actually cashed the check. Lisle
reported $22,619 on his return as incone fromthe “KIW]sic]
Conmpany.” The checks issued to Ballard and Lisle reflected that
Ball ard and Lisle (as opposed to KW Partnership) earned shares
of all Hyatt Corp. paynents to KW Corp.

2. Frey

An Cctober 1983 letter fromBJF, Inc., to Kanter remtted a
check made payable to Kanter. The letter stated that the check
represents “your 5% participation of our $300, 000.00 incentive
fees received from Prudential for 50% of units closed at Cal ais,
Chat ham and Val | eybrook.” Al though the check was | ater voided
and replaced with a check nade payable to Zeus, the letter
reflected that it was Kanter (along with Ballard and Lisle), not

Zeus, who earned a share of Frey's incentive fees.
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I n addition, when BJF Partnership was fornmed in 1984, the
partnership agreenent recited that anong the itens transferred to
the partnership by the partners were “Two Participation
Agreenments with Burton J. Kanter regarding certain condom ni um
conversions. These agreenents have been term nated with respect
to new conversions.” The BJF Partnershi p agreenent i ncl uded
representation and warranty cl auses under which Kanter stated
that (1) he did not need any consent, authorization, or approval
to contribute the participation agreenents to the partnership,
and (2) the termnation of the participation agreenents was
valid, binding, and effective. This transaction is significant
because the participation agreenents referred to were the
Frey/ Zeus agreenent and the Frey/ THC agreenent. Contrary to
Kanter’'s assertion that he did not own or control |IRA or Zeus,
this transaction suggests that Kanter exercised conplete control
over those entities.

3. Schaffel

Al though Kanter testified that Prudential business was not a
subj ect of discussion at his 1979 dinner neeting with Ballard,
Lisle, and Schaffel, Lisle believed that it was obvious Kanter
arranged the neeting to see whether Schaffel m ght be able to do
busi ness with Prudenti al .

In addition, the 1984 dispute between Schaffel and Kanter

over whether Schaffel was required to continue maki ng paynents to
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| RA reveal s that both Schaffel and Kanter understood that their
fee-sharing agreenent was inextricably tied to Ballard and Lisle.
Schaffel hoped to restrict the fee-sharing agreenent to
Prudential transactions only, 22 whereas Kanter nmintained the
agreenent required Schaffel to share any fees arising fromhis
busi ness dealings with Ballard and Lisle wherever they m ght be
enpl oyed.

4. Schni t zer / PMS

I n February 1989, Kanter wote to Ross and inquired whet her
PMS woul d be interested in making an early, discounted final
paynment under the I RA/PMS installnment agreenent. Kanter
mentioned in his letter that | RA had assigned its contract rights
under the I RA/PMS install nent agreenment and that any paynent
should be remtted to PSAC, which served as the depository for
the assignee. There is no evidence in the record that |RA ever
assigned its rights under the IRA/PMS install ment agreenent to
anot her party. Kanter used the term “assignnent” because he knew

t he paynents bel onged to hinself, Ballard, and Lisle, and he had

122 gchaf fel expl ained that he stopped naking paynments to
Kanter/ I RA in 1983 because “I said, ‘The deal is off. Bob
[Lisle] has noved and | am not going to, you know -t he
relationship is over.”” Schaffel, Transcr. at 402. Schaff el
also testified: “I didn't believe that [Kanter] was entitled to
t hat noney because we had left the Investnent Research agreenent
because Bob [Lisle] had noved on to Travel ers and d aude
[Bal | ard] had noved on to Gol dnan Sachs and | was no nore dealing
with The Prudential.” Schaffel, Transcr. at 395.
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al ready instructed PSAC to transfer the final paynent in
appropriate shares to Carlco, TMI, and BW

5. Loans to Ball ard

TACI’s June 30, 1984, trial balance |edger reflected that
| oans had been nmade to Ballard, Seabright Trust, and Seabri ght
Corp. Although there is no indication whether these | oans
originated from TACI, I RA or sone other Kanter-related entity,
subsequent accounting entries resulted in the transfer of these
| oans to TMI. The transfer of these |loans to TMI was not a
random event--the treatnment of these |l oans reflected that Ballard
owned TMI" s assets, and, therefore, his | oans were charged to
TMT.

6. Ball ard’'s Disclosures to Gol dnan Sachs

In Cctober 1988, Ballard submtted to Gol dman Sachs a
di scl osure statenent concerning his outside business
affiliations. Ballard s disclosure stated: “1 am personally
i nvol ved in substantial farm ng operations individually as well
as in partnership form Famly trusts control two corporations
which are simlarly involved.” Ballard s reference to “Fam |y
trusts” was to Orient Trust (which owned TMI) and Mary Fam |y
Trust (which owned Seabright Corp.). In this regard, it is worth
noting that Ballard reported as incone substantial director’s
fees from Seabright Corp. during 1987 to 1989. Ballard' s

explanation at trial that the famly trusts he was referring to
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were the Bea Ritch Trusts, which owned I RA (and purportedly TMI),
strains credulity.

I n August 1989, Ballard submtted to the Conpliance
Departnent at Gol dnan Sachs a Request for Approval of Qutside
Busi ness Activities and/or Private Investnents Form |In response
to a direction to provide a “Conpl ete description of the
i nvestnment or business affiliation. Wat is it and who else is
involved in it as principals? Does it involve a public or
private conpany?”, Ballard answered, in part: *“Farnl and--Have
been buying and selling for years.” |If Ballard was nanagi ng TMI
for RA as he and Kanter contend, Ballard woul d have been
required to disclose to Goldnman Sachs that TMI and/or | RA were
the principal owners of the farm and that Ballard was buying and
sel |l i ng.

The record al so shows that Ballard did disclose to Gol dman
Sachs that he served as the director of an organization called
| CM Property Investors. H's involvenent in this organization was
through a “close friend” who controlled the organization.

Bal | ard never submtted such a formto Gol dman Sachs with respect
to TMI because Bal |l ard owned TM.

7. Kanter’'s Letters to the Ballard and Lisle Children

In early February 1990, after the I RS began exam ni ng
Ballard’ s, Kanter’s, and Lisle’s tax returns for the years at

i ssue, Kanter sent letters to Ballard’s and Lisle's children
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termnating their “consulting arrangenent” and stating that
“fundanental ly no services appear to have been perforned for a
nunber of years”. Kanter’s letters went on to state that Freeman
was so preoccupied with his own | egal woes during the latter half
of the 1980s that he was not managi ng | RA and the persons issuing
the checks were sinply “adm nistering tasks”.

Upon cl oser exami nation, Kanter’'s letters to the children
are remarkable in that they denonstrate Kanter’s attenpt to
rewite history in the face of an expanding I RS exam nation. In
fact, Kanter’'s letters were inconsistent with both the record in
these cases and earlier explanations Kanter offered for the
organi zation of Carlco, TMI, and BW

Recall that IRA liquidated KA Corp. in |late 1983 and
transferred its rights under the Hyatt Corp./KW agreenent to
Carlco, TMI, and BWK in a 45/45/10 percent split as part of an
all eged free cashfl ow asset allocation. Carlco, TMI, and BVW in
turn formed KW Partnership, which received both the Hyatt Corp.
paynents and | oans from I RA (which were used to fund the paynents
to Ballard's and Lisle’s children). Recall also Kanter’s
expl anation that Carlco, TMI, and BWK were renoved fromIRA s
consol i dated group of corporations in 1984 in part to ensure
Bal l ard and Lisle could manage TMI"s and Carl co’s assets (which
i ncluded the cash distributions from KW Partnership and | oans

fromIRA) without interference fromIRA s officers. Consistent



- 295-
with this explanation, Ballard and Lisle, as TMI"s and Carlco’s
managers, were fully cogni zant of the paynents that KW
Partnership was making to their children. Kanter’s letters
contradict this scenario, are not credible, and represent an
11t h-hour attenpt by Kanter to recharacterize the paynents to
Ballard’ s and Lisle’'s children as a clerical or admnistrative
error.

Kanter's letters were also inconsistent with the record in
these cases to the extent Kanter suggested that no one was
managi ng | RA during the latter half of the 1980s. Although
Kanter's letters rang true in the sense that Freeman was not
managi ng IRA (in fact, Freeman never nmanaged I RA), the record in
t hese cases anply denonstrates that soneone was in firmcontro
of IRAs affairs. Recall, for exanple, that in 1987 IRA (1)
engaged in a conplex transfer of notes with IFI and then sold 10
of those notes for $1 each to MAF, and (2) discounted and then
wote off as bad debts notes due fromBallard and Lisle
individually. As had been the case all along, the person firmy
in charge of IRA's affairs was Kanter.

H. Concl usi on and Schedul e of I ncone Adjustnents

As previously discussed, we have wei ghed the recomended
findings of fact and credibility determ nations set forth in the
STJ report against the entire record in these cases. On the

basis of our review, with particular enphasis on the additional
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findings of fact that we have culled fromthe record in an effort
to fully illumnate the transactions in dispute, we reject as
mani festly unreasonabl e the STJ report’s acceptance of Kanter’s
and Ballard s testinony, and Lisle's statenent to | RS agents,
that they were not participants in a kickback schene. There is
abundant and overwhel m ng obj ective evidence of record that the
paynments from The Five constituted i nconme earned by Kanter,
Ball ard, and Lisle (and in sone instances by Kanter al one) and
that income was delivered to Kanter, Ballard, and Lisle by way of
a circuitous and well-conceal ed route through various Kanter-
related entities. The objective evidence regardi ng Kanter’s,
Ballard’ s, and Lisle’ s general conduct and the flow of funds in
t hese cases wholly discredits petitioners’ testinony that they
were not involved in a kickback schene. Consequently, we reject
petitioners’ testinony as inherently inprobable and concl ude,
contrary to the STJ report, that Kanter, Ballard, and Lisle
earned incone in the formof paynents from The Five during the
years at issue and failed to report that income on their tax
returns.

Kanter arranged to conceal Ballard s and Lisle’ s roles in
the schene by funneling the paynents from The Five to sham
entities including IRA, THC, Carlco, TMI, BW, and FPC Subventure

Partnership. Those entities served no legitimte business
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The follow ng schedule lists the total

and they were nothing nore than the alter egos of their

anounts of paynents

fromThe Five to IRA during 1977 to 1989 and the portions of

t hose paynments that constitute incone properly attributable to

Kanter, Ballard, and Lisle:
Total paynents
Year To I RA! Kant er Bal |l ard Lisle
1977 $54, 848 -- -— --
1978 60, 739 $6, 074 $27, 333 $27, 333
1979 250, 000 13, 636 61, 364 61, 364
1980 1, 025, 436 56, 899 455, 310 455, 310
1981 1, 092, 055 107, 842 485, 289 485, 289
1982 1, 606, 837 159, 321 716, 940 716, 940
1983 967, 014 95, 338 429, 020 429, 020
1984 784, 524 77,089 346, 899 346, 899
1985 817, 420 80, 379 361, 703 361, 703
1986 673,421 65, 979 296, 903 296, 903
1987 711, 839 69, 821 314,191 314,191
1988 676, 603 66, 297 298, 335 298, 335
1989 944, 927 93, 129 419, 081 419, 081
! The Court is not persuaded that Ross’s testinony regarding

the manner in which Century val ued PM5S when it purchased the
conpany in 1974 provides a sound basis for determ ning the val ue
of PMS stock when | RA purchased PMS shares in 1977 or when | RA
sold those PMS shares in 1979. Consequently, we have accounted
for the Schnitzer/PVMs install nment paynents to | RA during 1979 to
1989 (see table 7, supra, p. 131) by reducing the total principal
paynent for each year by $13,636 to reflect the return of the
$150, 000 that I RA paid for the PM5S shares in 1977 (i.e.,

$150, 000/ 11 years = $13, 636 per year).

The follow ng schedule lists the total anmounts Schaff el

Frey, and Eulich/Essex Partnership paid to THC during 1981 to
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1989 and the portions of those paynents that constitute incone
properly attributable to Kanter: 12

Total paynents

Year to THC Kant er

1981 $80, 616 $80, 616
1982 70, 538 70, 538
1983 80, 325 80, 325
1984 822, 840 595, 333
1985 1,514, 882 1, 287, 375
1986 1, 069, 335 841, 828
1987 132, 323 132, 323
1988 96, 188 96, 188
1989 42,322 42,322

| ssue I'l. Wether Kanter and Ballard Are Liable for Additions to

Tax for Fraud

OPI NI ON

Havi ng determ ned the paynents from The Five represented
i ncone earned by Kanter, Ballard, and Lisle, we nust review
respondent’s determ nations that Kanter and Ballard are liable
for additions to tax for fraud.

In asserting that a taxpayer is liable for the addition to
tax for fraud, the Conm ssioner has the burden of proving, by
cl ear and convincing evidence, that sone part of the underpaynent
for each year at issue was due to fraud. Sec. 7454(a); Rule
142(b). Consequently, the Comm ssioner nust establish (1) an

under paynent, and (2) that sone part of the underpaynent is due

123 Kanter’'s total share of the $2,763,500 in paynents that
Schaffel remtted to THC during 1984 to 1986 has been reduced to
$2, 080,980 to account for the $682,520 that we concl ude Kanter
transferred to Lisle (representing Lisle' s share of a portion of
the Schaffel paynents) by way of FPC Subventure Partnership.
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to fraud. King’'s Court Mobile Hone Park, Inc. v. Commi SSioner,

98 T.C. 511, 515-516 (1992); Truesdell v. Conm ssioner, 89 T.C

1280, 1301 (1987).
Fraud is an intentional wongdoing by the taxpayer with the
speci fic purpose of evading a tax known or believed to be ow ng.

Stoltzfus v. United States, 398 F.2d 1002, 1004 (3d Gr. 1968);

McGee v. Conm ssioner, 61 T.C. 249, 256 (1973), affd. 519 F.2d

1121 (5th Gr. 1975). The Conm ssioner’s burden of proving fraud
is nmet if it is shown that the taxpayer intended to evade taxes
known to be owi ng by conduct intended to conceal, m slead, or

ot herwi se prevent the collection of taxes. Stoltzfus v. United

States, supra at 1004-1005; Rowl ee v. Conmi ssioner, 80 T.C. 1111

1123 (1983).
The exi stence of fraud is a question of fact to be resol ved

fromthe entire record. DiLeo v. Commi ssioner, 96 T.C. 858, 874

(1991), affd. 959 F.2d 16 (2d Gr. 1992); Gaj ewski V.

Commi ssioner, 67 T.C 181, 199 (1976), affd. w thout published

opinion 578 F.2d 1383 (8th Cir. 1978). The taxpayer’s entire
course of conduct can be indicative of fraud. Stone v.

Comm ssioner, 56 T.C. 213, 224 (1971). Because fraud can rarely

be established by direct proof of the taxpayer’s intention, fraud
may be established by circunstantial evidence and reasonabl e

i nferences drawn fromthe record. Di Leo v. Commi SSioner, supra

at 874-875; Rowl ee v. Commi ssioner, supra at 1123. However, the
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mere suspicion of fraud is insufficient because fraud is not to

be inferred or presuned. Carter v. Canpbell, 264 F.2d 930, 935

(5th Cir. 1959).
In Bradford v. Conm ssioner, 796 F.2d 303, 307 (9th G

1986), affg. T.C. Meno. 1984-601, the U S. Court of Appeals for
the Ninth Crcuit set forth a nonexclusive list of circunstantial
factors that may give rise to a finding of fraudulent intent.
Such “badges of fraud” include: (1) Understatenent of incong;
(2) mai ntenance of inadequate records; (3) failure to file incone
tax returns; (4) inplausible or inconsistent explanations of
behavi or; (5) conceal nent of assets; and (6) failure to cooperate
with tax authorities.

In addition, substantial understatenents of incone for
successive years are strong evidence of fraudulent intent.

Rogers v. Conmmi ssioner, 111 F.2d 987, 989 (6th G r. 1940), affg.

38 B.T.A 16 (1938); Conforte v. Comm ssioner, 74 T.C. 1160, 1201
(1980), affd. in part and revd. on another issue 692 F.2d 587

(9th Cr. 1982); Osuki v. Conm ssioner, 53 T.C. 96, 107-108

(1969); see al so Baunpardner v. Conm ssioner, 251 F.2d 311, 316

(9th Gr. 1957), affg. T.C. Menp. 1956-112.

A. Fai lure To Report Substantial Amounts of | ncone

Kanter and Ballard both filed tax returns during the years
at issue and were fully aware of their obligations to report al

of their income and pay Federal incone taxes. However, Kanter
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and Ballard failed to report substantial amounts of incone for
successive years that they earned in the formof paynents from
The Five.

B. Conceal ment of the True Nature of the |Incone and the
|dentity of the Earners of the | ncone

Kanter created a conplex structure of corporations,
partnerships, and trusts (including, anong others, |IRA THC
Carl co, TMI, BW, KW Corp., KW Partnership, Essex Partnership,
Zeus, Zion, |Fl, HELO TACI, and PSAC) to receive, distribute,
and conceal the income that Kanter, Ballard, and Lisle earned
during the years at issue. Paynents from The Five that Kanter
Bal |l ard, and Lisle earned and secretly agreed to share were
remtted to | RA and THC or one of their subsidiaries. The
paynments were conm ngled with funds fromother entities in TAC's
accounts and later PSAC s accounts. Large anounts of noney were
distributed to various entities and individuals, including
Kanter, Ballard, and Lisle, through IRA, THC, HELO, and IFl. The
di stributions were disguised as |oans and recorded as
recei vables. Kanter’'s use of the various shamentities, and
Ballard' s conplicity in that schene, made it difficult and
sonetinmes inpossible to trace the flow of the noney and are
substantial evidence of their intent to evade tax.

C. Use of Sham Conduit, and Noni nee Entities

Kant er used sham conduit, and nom nee entities to conceal

the incone that he and Ball ard earned from The Five. As
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di scussed above, IRA and THC did not serve any legitimate
busi ness purpose with regard to the transactions in dispute.
Rat her than engage in substantial business activities, |IRA and
THC served as nothing nore than conduits and shanms to collect and
distribute paynents that represented i ncone taxable to Kanter and
Ballard. Simlarly, TMI and BWK were entities created to conceal
the true nature of the paynents remtted by The Five to Kanter
and Ballard. Kanter and Ballard owned and controll ed BWK and
TMI, respectively. These entities were the repositories of their
inconme. Ballard used IRA, and |ater TMI, as nom nees to receive
and hold his inconme. Likew se, entities such as KW Partnership
and Essex Partnership were used as conduits solely to conceal the
nature of the incone and disguise the transfer of funds to Kanter
and Ballard and nenbers of their famlies.

D. Reporting Kanter's and Ballard’s I ncone on | RA"s and
THC s Tax Returns

Kanter and Ballard reported their inconme on [RA's tax
returns. Kanter also reported sonme of his incone on THC s tax
returns. Incone was reported on IRA's and THC s returns to
create the appearance that those entities earned the incone,
rather than Kanter and Ballard. Moreover, those corporations
paid very little in taxes. Later, Kanter and Ballard reported
i ncone that they earned on the Hyatt Corp. transaction and the
Eul i ch/ Essex Partnership transaction on the returns of TMI and

BVK.
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E. Commingling of Kanter’'s and Ballard’'s | ncome Wth Funds
Bel ongi ng to O hers

Kanter and Ballard comm ngled their inconme wth funds
bel onging to others. Kanter directed and oversaw the comm ngling
of the nmoneys. Comm ngling of the inconme in TACI's and PSAC s
accounts with other unrelated i ncone was designed to conceal the
nature of the incone and the identities of the true earners of
the incone. Kanter plainly attenpted to di sguise the nature and
source of the income by channeling the noneys through conduit
entities in an array of transfers over a period of many years.
Qovi ously, Kanter and Ballard did not want Prudential and others
(particularly the IRS) to know about the paynments and their
failure to report their incone.

F. Phony Loans

Kanter transferred substantial amounts of noney from I RA and
related entities to hinself and Ballard (as well as other
entities such as KW Partnership) |abeled as | oans and recorded
as receivables in an effort to conceal distributions of the
i ncone in question. Many of these purported | oans were not
properly docunmented, and there was little evidence of any
meani ngf ul paynents of principal or interest. Kanter |ater
arranged sham sal es of sone of these receivables for $1, and in
ot her instances the | oans were discounted and then witten off as
bad debts. Still other IRA holdings were treated as worthl ess

securities. Simlarly, Ballard transferred substantial anounts
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fromTMI to hinself, his wife, Mary Ballard, and his daughter,
Melinda Ballard, |abeled as |oans and stock investnments. Mst of
t hese purported | oans were not properly docunented, and there was
little evidence of any neani ngful paynents of principal or
interest. W also infer fromnotations in TMI's books and
records that a so-called investnent in Melinda Ballard s conpany
was prearranged to be witten off as a worthless security the
followng year. Finally, Kanter received substantial transfers
from TACI, |abeled as |oans, that appear to anount to nothing
nore than transfers of funds from THC to hinsel f.

G Fal se and M sl eadi ng Docunent s

Kanter used fal se and m sl eadi ng agreenents with Schaff el
and Frey to create the appearance that Frey’'s agreenents were
with Zeus and THC as opposed to Kanter hinself. Simlarly, in
the Eulich/Essex Partnership transaction Kanter used fal se and
m sl eadi ng representation and nmarketing agreenents to create the
appearance that the partnership would provide services for GHM
and MHM when in fact MHM sinply provi ded services for GHV

H. Fai lure To Cooperate During the Exam nation Process

Kanter made it clear to I RS exam nation personnel fromthe
begi nning that he did not intend to cooperate and he would frame
the issues for exam nation, not the IRS. W are also convinced
Kanter directed Gall enberger (an officer of TACI and PSAC) and

Wi sgal (the trustee of the Bea Ritch Trusts) to wi thhold
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docunents fromthe IRS, or to sinply turn the docunents over to
Kanter. TACI and PSAC had a standing policy of refusing to turn
docunents over to anyone other than their owner.

Kanter’ s canpai gn of obfuscation and delay was particularly
evi dent during summons enforcenent proceedings. The District
Court, in two separate rulings, concluded Kanter failed to
cooperate, acted in bad faith, and all owed docunents to be
destroyed even after the IRS summobnses for those docunents had
been issued. First, the District Court observed: (1) Wi sgal
testified that, after receiving a sumons to conpel production of
docunents, sone sumoned docunents relating to the Kanters had
been turned over to TACI, and sone docunents were di scarded as
part of an alleged 3-year record retention policy;' and (2)

Gal | enberger testified that she di sposed of sonme docunents
related to Kanter after receipt of the IRS summons. United

States v. Adm nistration Co., 74 AFTR 2d 94-5252, 94-2 USTC par.

50,479 (N.D. Ill. 1994). In addition, the District Court went on
to conclude that Kanter acted in bad faith inasnmuch as he first
prom sed to produce the docunents sought from TACI, PSAC, THC,
and other Kanter-related entities and then abruptly asserted in

early February 1994 that the entities in question were third-

124 The all eged record retention policy was, at best,
applied inconsistently. In any event, the alleged policy
provi ded no excuse for destroying docunents that were the subject
of an outstanding I RS sumons.
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parties over whom he had no control. 1d. at 94-5254, 94-2 USTC
par. 50,479, at 85, 769.
Less than a nonth later, the sane District Court judge held
Gal | enberger in contenpt for a continuing failure to conply fully

with the RS summonses. United States v. Adnmnistration Co., 74

AFTR 2d 94-5256, 94-2 USTC par. 50,480 (N.D. I11. 1994).
Gal | enberger’s contenpt citation was affirmed on appeal. See

United States v. Admnistrative Enters., 46 F.3d 670 (7th Gr

1995).

W infer fromall the facts and circunstances that Ballard
agreed with Kanter’s strategy of obfuscation and delay in a
deliberate effort to hinder respondent’s efforts in these cases.

| . Concl usion

In the light of all these factors, we concl ude respondent
has denonstrated by clear and convincing evidence that Kanter and
Ballard filed false and fraudulent tax returns for each of years
at issue. Specifically, we sustain respondent’s determ nations
that (1) Kanter’s underpaynents for 1978 to 1984 and 1986 to
1989, attributable to paynents from The Five, were due to fraud
with intent to evade tax, and (2) Ballard s underpaynents for
1978 to 1982, 1984, and 1987 to 1989, attributable to paynents

from The Five, were due to fraud with intent to evade tax.
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Consequently, Kanter and Ballard are liable for additions to tax
for fraud as asserted in respondent’s anended pl eadi ngs. ?°

Consistent with the foregoing, we reject Kanter’s and
Ballard’ s assertions that the period of limtations governing
assessnment and collection has expired for sonme of the years at
issue. In short, the period of limtations remains open for each
of years at issue pursuant to section 6501(c) (1) which provides
that tax may be assessed at any tine in the case of a false and
fraudulent tax return with the intent to evade tax.
|ssue I'l11. Wiether Commtnent Fees Paid to Century Industries,

Ltd., During 1981 to 1984 and 1986 Are Includable in
Kanter’'s Incone (STJ report at 86-92) 1%

FI NDI NGS OF FACT
At issue is whether certain entities that clainmed to be
partners in Century Industries, Ltd. (Century Industries or the
partnership) should be disregarded as partners of the partnership
for Federal incone tax purposes and whether 50 percent of the
partnership’s incone for 1981, 1982, 1983, 1984, and 1986,

i nstead, constitutes incone earned by Kanter for those years.

125 | nasmuch as respondent asserted various other additions
to tax against Kanter and Ballard strictly as alternatives to
respondent’s assertion of the fraud additions (which we sustai ned
above with regard to incone Kanter and Ballard earned from The
Five), we need not consider the alternative additions to tax.

126 The remmi nder of the issues discussed in this report
pertain only to the Kanters. Hereinafter, references to
petitioners are to the Kanters.
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Century Industries was a partnership organized in 1979, and
its partners were the Bea Ritch Trusts, Sol onon Wi sga
(individually and for his own account, rather than as trustee of
the Bea Ritch trusts), and Earl Chapman. The 25 Bea Ritch Trusts
(collectively), Wisgal, and Chapman each held one-third
interests in the partnership. The partnership’s objective was to
engage in highly |l everaged investnents in which the partners
woul d contribute relatively mninmal anounts of their own capital
The partnership was ultimtely unsuccessful in such investnents.

In early 1980, the partnership was reconstituted. Chapnman
wi thdrew fromthe partnership, new partners were admtted, and
the partnership’ s investnent focus was changed. The
reconstituted partnership purportedly would engage in investnents
in which its partners would be required to contribute |arger
anounts of capital. The new partners included Kanter, four
famly trusts for the benefit of Wisgal’s famly nenbers (Janes
Children’s Trust, Lawence Children’'s Trust, Lee Children's
Trust, and Richard Children’s Trust), and Atlay Valley
| nvest nents General Partnership (Atlay Partnership), another
i nvestment partnership conposed of irrevocable trusts for the
benefit of M. Wisgal's famly. During 1980 and 1981, the
partners in Century Industries, their capital interests, and

their initial capital contributions were as foll ows:
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Part ner Partnership Int. Capital Contrib.
Atl ay Partnership 29 percent $290
Bea Ritch Trusts 49 percent 490
Janes Children’s Trust 5 percent 50
Law ence Children’s Trust 5 percent 50
Lee Children’s Trust 5 percent 50
Ri chard Children’s Trust 5 percent 50
Kant er 1 percent 10
Wi sgal 1 percent 10

In 1984, Cypress Lane Investnent (a general partnership
conprised of 30 irrevocable trusts for the benefit of Wisgal’'s
famly) replaced Atlay Partnership as a 29-percent partner in
Century Industries.

Century Industries had no office or enployees of its own and
operated out of Wisgal’ s accounting firmoffices. After 1981,
its partners did not nmake additional capital contributions until
sonetinme in 1986. During 1986 and 1987, its partners nade the

foll ow ng additional capital contributions:

1986 Capital 1987 Capita

Part ner Contrib. Contrib.
Bea Ritch Trusts $29, 900 490
Cypress Lane | nv. 17, 900 31, 900
Janes Children’s Trust 3, 000 5, 500
Law ence Children’s Trust 3, 000 5, 500
Lee Children’s Trust 3, 000 5, 500
Ri chard Children’ s Trust 3, 000 5, 500
Kant er 6, 100 3, 600

Wei sgal Revocabl e Trust 6, 100 3, 600



- 310-

From 1981 through 1986, Century Industries received paynents
that Kanter contends were “standby commtnent fees” to conpensate
Century Industries for considering various investnent
proposal s. *?”  From 1981 t hrough 1986, Century Industries received
fees fromthe followng entities in the anounts indicated:

Payer 1981 1982 1983 1984 1985 1986
Bayshore Marina -- -- -- -- -- $50, 000
Century Capital -- $3, 000 -- -- -- --
City & Suburban -- -- -- -- $3, 000 --

Distributors
Conput er Pl ace- $13, 500 7,000 -- -- -- -

ment Services

CPS I nv. -- -- $500 $2, 000 3,500 --
Del phi I ndus. -- -- -- -- 3, 000 --
| RA 4,000 3,000 -- -- 4,000 --
Janes Ins. Tr. - - - - 5, 000 -- -- .-
Ry. Pl acenent - - - - 4,500 -- -- --

Servi ces
Sat corp -- -- -- 75, 000 -- --
Silite 17, 500 7,000 18, 000 13, 000 11, 000 12, 000
St ockhol der - - - - - - 3, 000 - - - -
TACI -- -- -- -- 4,500 --
THC -- -- 1, 000 -- -- --
Waco Capital -- -- -- -- 1, 000 --
Zi on - - - - 4,000 - - - - - -
35, 500 20, 000 33, 000 93, 000 30, 000 62, 000

Silite, Inc. (Silite), paid Century Industries periodic
retainer fees. Wisgal, Transcr. 4939-4946, 4962-4965; Exhs.
9235, 9240, 9241; Exh. 9243, at 1, 4; Exh. 9244, at 2, 3; Exh.

9245, at 1, 3. Kanter and Weisgal perforned the anal yses of

127 The recomended finding of fact in the STJ report, at
88, that Century Industries earned standby comm tnent fees is
mani festly unreasonable. As discussed in detail below the
record shows Kanter and Wi sgal earned the fees in question.
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i nvestment opportunities for Silite. Wisgal, Transcr. at 4939-
4946; Kanter, Transcr. at 4962-4965.

On February 1, 1984, Century Industries sent an invoice to

Sat corp for $100,000 for “Consultation, analysis, &
recomendati ons regarding financial advice and structuring in
connection wth investnent placenent opportunities”. Exh. 9243,
at 2. On Septenber 12, 1984, Satcorp and Century Industries (by
Wi sgal ), executed a letter agreenent which stated in pertinent
part:

This letter will briefly outline the relationship
bet ween Satcorp, Inc. (“Satcorp”) and Century

| ndustries, Ltd. (“Century”) so as to enconpass
Burton Kanter and Sol onon Wi sgal serving as so-
call ed “financial engineers” for Satcorp and its
exi sting operating conpanies and other projects it
may undertake. The scope of involvenent wll be
principally planning and structuring of
transactions for financings for Satcorp, its
operating conpanies and its future projects. It
is intended that Century will consider
participating in the actual process of raising
financi ngs, subject to fee arrangenents to be
agreed upon in connection therewith, but will not
be routinely responsi ble for any such activities.

To accommodat e the foregoing and the overal
relationship as it has been di scussed,
Century will bill fees in addition to those
outlined below for services perforned in
connection wth specific ventures, provided
all conflicts are disclosed and the deci sion
with respect to building in such fees has
carefully and conscientiously taken into
account any inpact on successful fund
raising.
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The specific current engagenent wll be

conpensated as foll ows:

Exh. 9246.

1. Fees

a) Century will be guaranteed paynment of $100, 000 to
be paid over a period of 18 nonths from January 1,
1984; specifically, $25,000 to initiate the
engagenent (already received), $25,000 90 days
thereafter (already received), and the bal ance to
be paid in equal nonthly increnments over the 12
nmont hs conmencing July 1, 1984.

b) In addition, Century will maintain records of the
billings and tinme allocated so that if it “runs
over” within the first 12 nonths, based on usual
hourly rates, Century will be paid the difference
as billed.

2. Equity

a) Century will vest to an anobunt of shares
equivalent to 7.5% of the outstanding conmon st ock
of Satcorp as conputed on Decenber 8, 1983 to be
issued ... (during 1984 and 1985). Wienever
possi ble Century wll apply its fees to individual
of ferings of finance, so as to spread the burden
to various projects.

b) It is to be understood that in the event of death
or permanent disability of either Burton Kanter or
Sol onon Weisgal, at Satcorp’s option it may request
that the aforenmenti oned shares be redelivered and
exchanged for non-voting shares representing in al
ot her respects the sane equity interest as
represented prior to the exchange. The purpose of
this option is to accormmpdate Century’' s desire to
mai ntain a continuing equity interest w thout being
subject to redenption or other call, but at the
sane time to be certain that Satcorp is conpletely
confortable with those persons or entities who may
succeed to the stockholdings in those circunstances
ment i oned.
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On Novenber 20, 1984, Wi sgal sent an invoice on behal f of
Century Industries to City & Suburban Distributors, Inc. (C&S),
in the amount of $6,000, for special tax and consulting services
t hrough Cctober 31, 1984. Exh. 9244, at 8, 10. A letter
acconpanyi ng the invoice stated:

Burt [Kanter] and | have gotten our thoughts

toget her and reviewed all of our records

regarding the tine that we have spent from

i nception of our conversations through

Cct ober 31, 1984.

The encl osed bill for $6,000 represents the

dollar reflection of the time involved. W

have addressed this bill to Cty & Suburban

Distributors, Inc. and | presune that this is

the correct entity.

| f for sone reason you would prefer this

charge billed to a different conpany, please

et me know [1d.]
On Decenber 24, 1984, Century Industries sent a second letter to
C&S describing the work Century Industries perfornmed during May
to Septenber 1984 as including overall financial planning,
consi deration of |everage debt financing, consideration and
eval uation of debt financing coupled wth additional equity,
review and identification of sources of bank financing,
conference wwth | enders, review identification of potenti al

equity sources, and various neetings and updates with Angel o and

John Geocari s. Exh. 9244, at 9.
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From 1983 t hrough 1986, Kanter and Wi sgal received the

foll ow ng guaranteed paynments from Century I ndustries:

Year Kant er Wi sqal
1983 $2, 000 $2, 000
1984 12, 000 - -
1985 7,500 - -
1986 6, 000 6, 000

Begi nning in about 1987, Century Industries nmade certain
investnents that required significant additional capital
contributions fromits partners. Sone of these investnents
proved to be unsuccessful. Utimtely, in 1988 or 1989, the
partnership was dissolved. Its affairs were wound up and its
remai ni ng investnents with any value were distributed to the
partners.

Century Industries filed Fornms 1065 (U.S. Partnership

Returns) for 1980 through 1986 whi ch denonstrate that Century

| ndustries made only a relatively small nunber of investnments and

incurred mnimal expenses during that period. On these returns,

the partnership reported the followng itens of incone and

expenses:



| ncone
Unspeci fi ed
Fl anki n Ltd.

Real Est. Loan

Assn.
Di vi dends
I nterest
Di vidends & int.
Form 4684
O her incone/fees
Total income

Deducti ons

Bank charges
Legal fees

Admi n. services
Advertising exp.
Guar ant eed pnts.
Bus. & tax con-

sulting serv.

Tel ephone

Copyi ng

Messenger service

Travel

Printing

Air fare

M scel | aneous

O fice services
Tot al Deducs.

The $62, 000 “unspecified i ncome” shown above for

of fees.

In notices of deficiency issued to the Kanters for

1984 and 1986,

1980 1981 1982 1983 1984 1985 1986
.- .- .- .- .- .- $62, 000
-- -- $3,026  $5, 186 $5,198  $7, 047 6, 056
.- .- .- .- .- 2,107 897
-- $2, 526 .- .- .- .- .-

-- 7 -- -- -- -- --

.- .- 3,314 2,812 6898 7113 4347

.- .- .- (4, 100) .- .- .-
$1, 000 35000 20,000 33,000 93,000 33,000 .-

1,000 37,533 26,340 36,898 105,096 46,267 73,300

-- $5 .- .- -- - $613
-- -- $625 .- - $1, 000 .-
.- .- 3, 000 .- .- .- .-
.- .- 2, 652 .- .- .- .-
-- -- -- $4, 000 $12, 000 7,500 12,000
.- .- .- .- 12, 345 7,500 25,000
.- .- .- .- 376 300 5
.- .- .- .- 19 764 10
.- .- .- .- 15 9 14
.- .- .- .- 2,134 726 .-
- - - - 92 - -
$30 .- .- .- 928 .- .-
.- .- .- .- 330 249 11
970 37,528 20,063 32,898 76,857 28,219 35,647

respondent determ ned that Century Industries

1986 consi st ed

1981 to

inconme for those years constituted Kanter’s inconme. On brief,

respondent asserted that for

is taxable on 50 percent of the ordinary incone reported by

1981 through 1984 and 1986, Kanter
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Century Industries plus any guaranteed paynents he received
during those years. Respondent’s Opening Brief at 796.
Respondent issued a notice of final partnership
adm ni strative adjustnment (FPAA) to Century Industries
reall ocating sone of the partnership’s 1986 incone to Kanter. No
FPAA was issued to Century Industries for 1983 and 1984. In
ef fect, respondent disregarded all of the other partners in
Century Industries except Kanter and Wi sgal .
OPI NI ON

A. The Parties’ Argunents

Petitioners contend: (1) Al of Century Industries’
partners during 1981 to 1984 and 1986 shoul d be respected as
partners for tax purposes; (2) no additional partnership incone
shoul d be attributed to Kanter as his taxable incone; and (3) the
Court lacks jurisdiction to review respondent’s determ nations
for 1983, 1984, and 1986 in the context of these deficiency cases
because Century Industries was a partnership subject to the
unified partnership admnistrative and litigation provisions
found in subchapter C of chapter 63 of subtitle F of the Internal
Revenue Code enacted as part of the Tax Equity and Fi scal
Responsibility Tax Act of 1982 (TEFRA), Pub. L. 97-248, 96 Stat.
324.

Respondent asserts that, for tax purposes, Kanter and

Wei sgal are the only two persons who should be recogni zed as
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partners in Century Industries and each should be treated as
owni ng a 50-percent interest. Respondent asserts that, until
1987, the other purported partners’ interests in Century
| ndustries were shans, as the ostensible partnership between them
and Kanter and Weisgal existed only to shift incone Kanter and
Wi sgal earned, i.e., the fees paid to Century Industries, to
their famly trusts--the other purported partners.

Respondent further maintains the Court has subject matter
jurisdiction over the 1983, 1984, and 1986 adjustnents to
Kanter’s taxable income from Century Industries because the only
persons to be recognized as Century Industries partners for tax
pur poses are Kanter and Wi sgal, and, therefore, the partnership
is a small partnership specifically excepted fromthe TEFRA
partnership provisions.

B. TEFRA Partnership Provisions

The TEFRA provisions generally are applicable to specified
partnerships and other entities filing partnership returns for
t axabl e years begi nning after Septenber 4, 1982. TEFRA sec.
407(a) (1), (3), 96 Stat. 670. The TEFRA provisions were designed
to provide unified admnistrative and judicial procedures for the
determ nation and review of partnership itens. A “partnership
itenf is defined to include, anong other things, the
partnership’s aggregate and each partner’s share of itens of

i ncone, gain, |loss, deduction, or credit of the partnershinp.
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Sec. 6231(a)(3); sec. 301.6231(a)(3)-(1)(a)(1)(i), Proced. &
Adm n. Regs.

Section 6231(a)(1)(A) defines the term “partnership” and
identifies the partnerships that are subject to the TEFRA
partnership provisions. Section 6231(a)(1)(B), in general,
excl udes “smal | partnerships” fromthe section 6231(a)(1) (A
definition of “partnership”.'® A snmall partnership generally is
a partnership (1) that has 10 or fewer partners, (2) all of whose
partners are either estates or natural persons who are U. S
citizens or resident aliens, and (3) where each partner’s share
of each partnership itemis the sane as the partner’s share of
every other partnership item Sec. 6231(a)(1)(B)(i); sec.
301.6231(a)(1)-1T(a)(1) through (3), Tenporary. Proced. & Adm n.
Regs., 52 Fed. Reg. 6789 (Mar. 5, 1987). A determ nation of
whet her a partnership qualifies as a small partnership is to be
made for each of the partnership’ s taxable years. Sec.
301.6231(a)(1)-1T(a)(4), Tenporary. Proced. & Adm n. Regs., 52
Fed. Reg. 6789 (Mar. 5, 1987).

C. The STJ Report

Applying the test articulated in Conm ssioner v. Culbertson,

337 U.S. 733, 742 (1949), the STJ report, at 103-105, reconmmended

hol di ng that each of the naned partners of Century Industries

128 A smal | partnership may el ect to have the TEFRA
partnership provisions apply. Sec. 6231(a)(1)(B)(ii). However,
the parties agree Century Industries made no such el ection for
1983 t hrough 1986.
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formed a good faith intent to conduct an enterprise with a
busi ness purpose. The STJ report inplicitly accepted Kanter’s
testinony that Century Industries (as opposed to Kanter and
Wi sgal ) earned the commtnent fees in exchange for the
partnership’s evaluating and considering whether it would invest
i n various business opportunities presented to it.

D. Analysis

In Conm ssioner v. Culbertson, supra, the Suprene Court held

that to be treated as a partner in a partnership for Federal
i ncone tax purposes, a person nust have contributed either
capital or services to the partnership. [d. at 738-740.

However, in Cul bertson, the Court declined to inpose a rigid

standard for determ ning partner status and instead held the
governing test is “whether, considering all the facts * * * the
parties in good faith and acting with a busi ness purpose intended
to join together in the present conduct of the enterprise.” |[d.
at 742.

After Cul bertson, Congress enacted statutory provisions to

address the recognition of partners in famly partnerships in
which capital is a material incone-producing factor.
Specifically, section 704(e)(1) provides, as to partnerships in
which capital is a material income-producing factor, that a
person owning a capital interest in such a partnership nust be

recogni zed as a partner, whether that person’s capital interest
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was acquired by purchase or gift. However, if appropriate,
partnership incone (otherw se allocable to the donee of a
partnership interest) can be reallocated to ensure that the donor
of a partnership interest receives reasonabl e conpensation for
services the donor renders to the partnership. Sec. 704(e)(2);
sec. 1.704-1(e)(3), Incone Tax Regs. For purposes of section
704(e) (1), the determ nation of whether capital is a materi al
i ncone- produci ng factor nmust be made with reference to all of the
facts presented in the particul ar case. '?®

As discussed in greater detail below, we agree with
respondent that, other than Kanter and Wi sgal, Century
| ndustries’ purported partners are not to be recogni zed as
partners during the period 1981 to 1986 because they did not
intend to conduct a business enterprise. The contrary
recommended holding in the STJ report was manifestly
unreasonabl e. Inasnmuch as Kanter and Wisgal were the only

partners of Century Industries recognizable for Federal incone

129 | n general, capital is considered a materi al
i ncome- producing factor if a substantial portion of the gross
i ncome of the partnership’ s business is attributable to the use
of capital. Further, capital will not usually be considered a
mat eri al i ncome-producing factor where the incone of the business
consists principally of fees, conm ssions, or conpensation for
personal services performed by the partnership’ s nenbers or
enpl oyees. On the other hand, capital is ordinarily a materi al
i ncome- producing factor if operation of the business requires
substantial inventories or substantial investnent in plant,
machi nery, or other equipnent. Carriage Square, Inc. V.
Comm ssioner, 69 T.C. 119, 126-127 (1977); sec. 1.704-
1(e)(1)(iv), Inconme Tax Regs.
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tax purposes, and Century Industries did not file an election
under section 6231(a)(1)(B)(ii) to have the exception for smal
partnerships not apply, it follows that Century Industries was a
smal | partnership, within the neaning of section 6231(a)(1)(B)
to which the TEFRA partnership procedures do not apply.
Consequently, we hold the Court has jurisdiction in these
deficiency cases to determ ne whether half of the paynments to
Century Industries during 1983, 1984, and 1986 represent incone
earned by Kanter.

The record shows that, other than Kanter and Wi sgal,
Century Industries’ purported partners rendered no services and
contributed only insignificant anbunts of capital to the
partnership during the years at issue. Mreover, capital was not
a material income-producing factor for Century Industries during
1981 to 1986. No funds of any significance were collected from
the alleged partners until 1986, and nost of Century Industries’
i ncome during the period 1981 to 1986 consisted of fees and
comm ssions. Although Kanter asserted that the partnership was
formed as an investnent vehicle, the partnership did not nmake any
significant investnments during the period 1981 to 1986. During
the same period, Kanter and Wi sgal provided professional
services for Silite, Satcorp, C&S, and others and arranged for
the paynents for those services to be remtted to Century

| ndustries. Thus, insofar as Century Industries is respected as
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a partnership for the years in question, the partnership was
limted to Kanter and Wi sgal, and, therefore, Kanter is taxable
on a one-half distributive share of Century Industries’ incone.

Petitioners aver that Century Industries earned the fees in
guestion as conpensation for evaluating whether it would nmake
certain investnents. There is no direct evidence to support this
assertion. To the contrary, the objective evidence of record
denonstrates that the fees paid to Century Industries represented
conpensation to Kanter and Wisgal for services they provided to
t he payors, and those services were unrelated to any potenti al
investnment by Century Industries. For exanple, a Septenber 12,
1984, letter fromCentury Industries to Satcorp stated (1) Kanter
and Weisgal would serve as so-called financial engineers for
Satcorp and Kanter and Wi sgal would be principally involved in
pl anni ng and structuring transactions for financing for Satcorp,
its operating conpanies, and its future projects, and (2) Century
I ndustries would consider participating in the actual process of
obtaining financing, but it “wll not be routinely responsible
for any such activities.” Simlarly, letters from Wisgal to C&S
in late 1984 revealed that Century Industries billed C&S for
services provided by Kanter and Wi sgal including financial
pl anni ng, consideration of |everage debt financing, consideration
and eval uation of debt financing coupled with additional equity,

review and identification of sources of bank financing,
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conference wwth | enders, review identification of potenti al
equity sources, and various neetings and updates with Angel o and
John Geocari s.

In sum the record shows that Kanter and Wi sgal were
billing C& at sonme sort of hourly rate, the services provided to
Satcorp and C&S related to an eval uation of various forns and
sources of debt financing those conpanies m ght pursue, and there
was no nention in these letters that Century Industries was
considering investing its own funds in any of the enterprises.

Wei ghi ng the overwhel m ng obj ective evidence summari zed
above agai nst Kanter’s and Weisgal’'s testinony, we concl ude the
testinony was i nherently inplausible and not credible, and the
STJ report was manifestly unreasonable in accepting that
testinmony in the light of the docunmentary record in these cases.
We hold that one-half of Century Industries incone during 1981 to

1984 and 1986 is incone taxable to Kanter for those years.
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| ssue 1V. Wether Kanter Received Unreported | ncone FromHi -
Chicago Trust During 1981 to 1983 (STJ report at 106-
111) 130

Respondent determ ned that paynents of $42,720, $19, 247, and
$109, 399 Hi - Chicago Trust made to THC during 1981, 1982, and
1983, respectively, constituted incone earned by Kanter. The
parties filed with the Court a stipulation of settled issues in
whi ch Kanter conceded the adjustnent for the taxable year 1981.
The parties disagree whether the paynments Hi-Chicago Trust nade
to THC during 1982 and 1983 represent Kanter’s incone.

FI NDI NGS OF FACT

Hi - Chi cago Trust was established in 1972. The trust’s
beneficiaries included nenbers of Hyman Federman’s famly.
Federman is a friend of Kanter. Neither Kanter nor Kanter’s
famly are or have been beneficiaries of the trust.

From Hi - Chi cago Trust’s inception in 1972 through at | east

1989, Kanter was trustee for the trust. The trust instrunent

130 The STJ report recomended hol ding that respondent is
barred from maki ng any determ nation concerning the taxable year
1983 on account of the expiration of the period of limtations
governi ng assessnent and collection for that year. As previously
di scussed, we determ ned that Kanter’'s incone tax returns for the
years at issue were fraudulent, and, therefore, the period of
[imtations remai ns open pursuant to sec. 6501(c)(1).

The foregoing aside, the Court’s disposition of this issue
represents in |large neasure a whol esal e adopti on of the
recomended findings of fact and conclusions of |aw set forth in
the STJ report.
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grants to the trustee broad powers wth respect to making
investnments on the trust's behal f.

At the tinme of the trust’s creation, Kanter, Federman, and
the trust’s beneficiaries orally agreed Kanter or Kanter’s
desi gnee generally would have: (1) The right to receive paynent
of an amount equal to 10 percent of any gains the trust realized
upon the sale or disposition of a trust investnent, and (2) an
option to obtain fromthe trust a 10-percent portion of any trust
i nvestment property upon paynent to the trust of 10 percent of
the trust’s cost for that investnent property. |In the event the
foregoi ng option was exercised, the trust would distribute
in-kind to Kanter or Kanter’s designee a 10-percent portion of
that property. These paynent obligations and option rights were
to last as long as the trust remained in existence. Pursuant to
t he above arrangenent between Kanter, Federman, and the trust’s
beneficiaries, during 1980 through 1983, H -Chicago Trust paid

THCt he foll ow ng anounts on or about the dates indicated:

Dat e Paynent
12/ 16/ 80 $80, 000
8/ 11/ 81 33, 9